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TECHNICAL AMENDMENTS ACT OF 1958 


TUESDAY, FEBRUARY 25, 1958 


Unirep Srates SENATE, 
COMMITTEE ON FINANCE, 
Washington, D. C. 

The committee met, pursuant to call, at 10:10 a. m., in room 312, 
Senate Office Building, Senator Robert S. Kerr presiding. 

Present : Senators Kerr, Frear, Long, Douglas, Gore, Martin, Wil- 
liams, Flanders, Carlson, Malone, Bennett, and Jenner. 

Also present: Elizabeth B. Springer, Chief Clerk. 

Senator Kerr (presiding). I submit for the record the text of H. R. 
8381 which we are about to consider. 

(FH. R. 8381 is as follows :) 


[H. R. 8381, 85th Cong., 2d sess.] 
AN ACT To amend the Internal Revenue Code of 1954 to correct unintended benefits and 
hardships and to make technical amendments, and for other purposes 

Be it enacted by the Senate and House of Representatives of the United States 
of America in Congress assembled, 

SECTION 1. SHORT TITLE, ETC. 

(a) SHort Titte.—This Act may be cited as the “Technical Amendments Act 
of 1958”. 

(b) AMENDMENT oF 1954 CopE.—Except as otherwise expressly provided, 
wherever in this Act an amendment or repeal is expressed in terms of an amend- 
ment to or a repeal of a section or other provision, the reference shall be con- 
sidered to be made to a provision of the Internal Revenue Code of 1954. 

(c) ErFrectTIvE DATeE.—Except as otherwise expressly provided— 

(1) amendments made by this Act to subtitle A of the Internal Revenue 
Code of 1954 (relating to income taxes) shall apply to taxable years be- 
ginning after December 31, 1953, and ending after August 16, 1954; and 

(2) amendments made by this Act to subtitle F of such Code (relating to 
procedure and administration) shall take effect as of August 17, 1954, and 
such subtitle, as so amended, shall apply as provided in section 7851 of the 
Internal Revenue Code of 1954. 


SEC. 2. RETIREMENT INCOME CREDIT. 


(a) COMPUTATION IN CASE OF INDIVIDUALS WHO ARE MARRIED.— 

(1) DEFINITION OF RETIREMENT INCOME.—Section 37 (c) (defining the 
term “retirement income”) is amended by adding at the end thereof the 
following new sentences: “In applying paragraphs (1) (A) and (2) in the 
case of individuals who are married, any pension or annuity attributable to 
services rendered by either spouse shall be treated as received by the spouse 
who rendered the services. For purposes of the preceding sentence, deter- 
mination of marital status shall be made under section 143.” 

(2) LIMITATION ON AMOUNT.—Section 37 (d) (1) (relating to limitation on 
retirement income for purposes of retirement income credit) is amended by 
striking out ‘any amount received by the individual as a pension or annuity” 
and inserting in lieu thereof “any amount received by the individual (deter- 
mined without regard to community property laws) as a pension or annuity”. 

(3) DEFINITION OF EARNED INCOME.—Section 37 (g) (relating to definition 
of earned income for purposes of retirement income credit) is amended by 
adding at the end thereof the following new sentence: “For purposes of the 
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preceding sentence, if income attributable to services rendered by a husband 
or wife is community income under community property laws applicable to 
such income, such income shall be treated as the income of the individual 
who rendered such services.” 
(b) ErrectivE Date.—The amendments made by subsection (a) shall apply 
only with respect to credits under section 37 of the Internal Revenue Code of 
1954 for taxable years beginning after December 31, 1956. 


SEC. 3. DEALERS IN TAX-EXEMPT SECURITIES. 


(a) MuNnicrpaL Bonps.—Section 75 (relating to dealers in tax-exempt securi- 
ties) is amended— 

(1) by striking out paragraph (1) of subsection (b) and inserting in lieu 
thereof the following: 

(1) The term ‘municipal bond’ means any obligation issued by a govern- 
ment or political subdivision thereof if the interest on such obligation is ex- 
cludable from gross income; but such term does not include such an obliga- 
tion if— 

“(A) it is sold or otherwise disposed of by the taxpayer within 30 
days after the date of its acquisition by him, and 
“(B) in the case of a sale, the amount realized (or in the case of 
any other disposition, the fair market value of the obligation at the time 
of such disposition) is higher than its adjusted basis (computed without 
regard to this section). 
Determinations under subparagraph (B) shall be exclusive of interest.” ; and 

(2) by striking out “short-term” each place it appears in subsection (a). 

(b) CONFORMING AMENDMENT.—Section 1016 (a) (6) (relating to adjustments 
to basis) is amended by striking out “short-term”. 

(c) ErrectIvE DateE.—The amendments made by subsections (a) and (b) 
shall apply with respect to taxable years ending after November 7, 1956, but 
only with respect to obligations acquired after such date. 


SEC. 4. STATUTORY SUBSISTENCE ALLOWANCE RECEIVED BY POLICE, 


(a) Reprat.—Section 120 (relating to statutory subsistence allowance received 
by police) is hereby repealed. 

(b) ConrorMIneg AMENDMENT.—The table of sections for part III of subchapter 
B of chapter 1 is amended by striking out 


“See. 120. Statutory subsistence allowance received by police.” 


(c) ErrectiveE Date.—The amendments made by subsections (a) and (b) 
shall apply with respect to taxable years beginning after December 31, 1956. 


SEC. 5. DEFINITION OF DEPENDENT. 
(a) Spouse.—Paragraph (9) of section 152 (a) (relating to definition of de- 
pendent) is amended to read as follows: 

“(9) An individual (other than an individual who at any time during 
the taxable year was the spouse, determined without regard to section 153, of 
the taxpayer) who, for the taxable year of the taxpayer, has as his principal 
place of abode the home of the taxpayer and is a member of the taxpayer’s 
household, or’. 

(b) MemsBer or Housenotp.—Section 152 (b) (relating to definition of de- 
pendent) is amended by adding at the end thereof the following new paragraph: 

(5) An individual is not a member of the taxpayer’s house if at any time 
during the taxable year of the taxpayer the relationship between such in- 
dividual and the taxpayer is in violation of local law.” 


SEC. 6. PAYMENTS FOR MUNICIPAL SERVICES IN ATOMIC ENERGY 
COMMUNITIES. 


(a) TREATMENT AS TAx PAYMENTS.—Section 164 (relating to deduction for 
taxes) is amended by relettering subsection (f) as subsection (g) and by in- 
serting after subsection (e) the following new subsection: 

“(f) PAYMENTS FOR MUNICIPAL SERVICES IN ATOMIC ENERGY COMMUNITIES.— 
For purposes of this section, amounts paid or accrued, to compensate the Atomic 
Energy Commission for municipal-type services, by any owner of real property 
within any community (within the meaning of section 21 b of the Atomic Energy 
Community Act of 1955) shall be treated as real property taxes paid or accrued. 
For purposes of this subsection, the term ‘owner’ includes a person who holds 
the real property under a leasehold of 40 or more years and a person who has 
entered into a contract to purchase under section 61 of the Atomic Energy Com- 
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munity Act of 1955. Subsection (d) of this section shall not apply to a sale by 
the United States of property with respect to which this subsection applies.” 

(b) The amendments made by subsection (a) shall apply with respect to tax- 
able years beginning after December 31, 1956. 


SEC. 7. WORTHLESS SECURITIES IN AFFILIATED CORPORATIONS. 


Section 165 (g) (3) (B) (relating to worthless securities in affiliated cor- 
porations) is amended by striking out “rental from” and inserting in lieu thereof 
“rental of”. 


SEC. 8. NONBUSINESS BAD DEBTS. 


Section 166 (d) (2) (A) (relating to definition of nonbusiness debt) is 
amended by striking out “a taxpayer’s trade or business” and inserting in lieu 
thereof “a trade or business of the taxpayer”. 


SEC. 9. REMAINDERS TO RELATED PERSONS IN THE CASE OF CER- 
TAIN CHARITABLE TRUSTS. 


(a) DENIAL or Depuction.—Section 170 (b) (1) (relating to limitations on 
charitable deductions) is amended by adding at the end thereof the following 
new subparagraph: 

“(I) SPECIAL RULES FOR APPLICATION OF SUBPARAGRAPH (D).—In the 
case of any transfer to a trust after December 31, 1956, for purposes of 
subparagraph (D)— 

“(i) the term ‘grantor’ includes any person who bears a relation- 
ship to the grantor of the kind specified in any of the paragraphs of 
section 267 (b); except that, in applying section 267 (b) and (c) 
for purposes of this subparagraph, paragraph (4) of section 267 
(c) shall be treated as providing that the family of an individual 
shall include only his spouse, ancestors, and lineal descendants ; 

“(ii) the term ‘reversionary interest’ includes a remainder in- 
terest ; and 

(iii) a power to revest includes the power to vest.” 

(b) EFFrecTIvE Date.—The amendment made by subsection (a) shall apply 
to taxable years ending after December 31, 1956, but only with respect to trans- 
fers to trusts after such date. 


SEC. 10. CHARITABLE CONTRIBUTION CARRYOVER FOR CORPORA- 
TIONS. 


Section 170 (b) relating to limitations on charitable contribution deduction) 
is amended by adding at the end thereof the following new paragraph: 

“(3) SPECIAL RULE FOR CORPORATIONS HAVING NET OPERATING LOSS CARRY- 
OVERS.—In applying the second sentence of paragraph (2) of this subsection, 
the excess of — 

“(A) the contributions made by a corporation in a taxable year to 
which this section applies, over 
“(B) the amount deductible in such year under the limitation in 
the first sentence of such paragraph (2), 
shall be reduced to the extent that such excess reduces taxable income 
(as computed for purposes of the second sentence of section 172 (b) (2)) 
and increases a net operating loss carryover under section 172 to a suc- 
ceeding taxable year.” 


SEC. 11. LIMITATIONS ON CHARITABLE CONTRIBUTION DEDUCTION. 

(a) REDUCTION FOR CERTAIN INTEREST.—Section 170 (b) (relating to limita- 
tions on deduction for charitable, etc., contributions and gifts) is amended by 
adding after paragraph (3) (added by section 10 of this Act) the following 
new paragraph: 

“*(4) REDUCTION FOR CERTAIN INTEREST.—If, in connection with any char- 
itable contribution, a liability is assumed by the receipient or by any other 
person, or if a charitable contribution is of property which is subject to 
a liability, then, to the extent necessary to avoid the duplication of amounts, 
the amount taken into account for purposes of this section as the amount of 
the charitable contribution— 

“(A) shall be reduced for interest (i) which has been paid (or is 
to be paid) by the taxpayer, (ii) which is attributable to the liability, 
and (iii) which is attributable to any period after the making of the 
contribution, and 
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“(B) in the case of a bond, shall be further reduced for interest (i) 
which has been paid (or is to be paid) by the taxpayer on indebtedness 
incurred or continued to purchase or carry such bond, and (ii) which 
is attributable to any period before the making of the contribution. 

The reduction pursuant to subparagraph (B) shall not exceed the interest 
(including interest equivalent) on the bond which is attributable to any 
period before the making of the contribution and which is not (under the 
taxpayer’s method of accounting) includible in the gross income of the tax- 
payer for any taxable year. For purposes of this paragraph, the term 
‘bond’ means any bond, debenture, note, or certificate or other evidence of 
indebtedness.” 

(b) Errective Date.—The amendment made by subsection (a) shall apply 
to taxable years ending after November 7, 1956, but only with respect to chari- 
table contributions made after such date. 


SEC. 12. AMORTIZABLE BOND PREMIUM. 


(a) AMORTIZATION OF PREMIUMS W1TH CALL DATES.—Section 171 (b) (relating 
to amortizable bond premium) is amended— 
(1) by striking out subparagraph (B) of paragraph (1) and inserting 
in lieu thereof the following : 

“(B) (i) with reference to the amount payable on maturity or on 
earlier call date, in the case of any bond other than a bond to which 
clause (ii) or (iii) applies, 

“(ii) with reference to the amount payable on maturity (or if it re- 
sults in a smaller bond premium for the period to earlier call date, with 
reference to the amount payable on earlier call date), in the case of any 
bond described in subsection (c) (1) (B) which is required after No- 
vember 7, 1956, or 

“(iii) with reference to the amount payable on maturity, in the case 
of any bond described in subsection (ec) (1) (B) which was acquired 
after January 22, 1954, and before November 8, 1956, but only if such 
bond was issued after January 22, 1951, and has a call date not more 
than 3 years after the date of such issue, and” ; and 

(2) by striking out, in the second sentence of paragraph (2), the phrase 
“In the case of a bond described in subsection (c) (1) (B) issued after 
January 22, 1951, and acquired after January 22, 1954, which has a call date 
not more than 3 years after the date of such issue,” and inserting in lieu 
thereof the following: ‘‘In the case of a bond to which paragraph (1) (B) 

(ii) or (iii) applies and which has a call date,”. 
(b) ErrectivE Date.—The amendments made by subsection (a) shall apply 

with respect to taxable years ending after November 7, 1956. 


SEC. 13. NET OPERATING LOSS DEDUCTION. 


(a) TAXABLE YEARS BEGINNING IN 1953 AND ENDING IN 1954.—Section 172 (f) 
(relating to net operating loss provisions for taxable years beginning in 1953 
and ending in 1954) is amended by adding at the end thereof the following new 
paragraphs: 

“(3) The net operating loss deduction for such year shall be, in lieu of the 
amount specified in section 122 (c) of the Internal Revenue Code of 1939, the 
sum of— 

“(A) that portion of the net operating loss deduction for such year, 
computed as if subsection (a) of this section were applicable to the taxa- 
ble year, which the number of days in such year after December 31, 1953, 
bears to the total number of days in such year, and 

“(B) that portion of the net operating loss deduction for such year, 
computed under section 122 (c) of the Internal Revenue Code of 1939 as 
if this paragraph had not been enacted, which the number of days in 
such year before January 1, 1954, bears to the total number of days in 
such year. 

“(4) For purposes of the second sentence of subsection (b) (2), the 
taxable income for such year shall be the sum of— 

“(A) that portion of the net income for such year, computed with- 
out regard to this paragraph, which the number of days in such year 
before January 1, 1954, bears to the total number of days in such 
year, and 

“(B) that portion of the net income for such year, computed— 

“(i) without regard to paragraphs (1) and (2) of section 122 (d) 
of the Internal Revenue Code of 1939, and 
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“(ii) by allowing as a deduction an amount equal to the sum 
of the credits provided in subsections (b) and (h) of section 26 
of such Code, 
which the number of days in such year after December 31, 1953, bears 
to the total number of days in such year.” 

(b) SHort TAxaBLE YEARS BEGINNING IN 1954.—Section 172 (g) (relating 
to special transitional rules for net operating loss provisions) is amended by 
redesignating paragraph (3) as paragraph (4) and by inserting after para- 
graph (2) the following new paragraph: 

“(3) TAXABLE YEARS BEGINNING AFTER DECEMBER 31, 1953, AND ENDING 
BEFORE AUGUST 17, 1954.—In the case of a taxable year which begins after 
December 31, 1953, and ends before August 17, 1954— 

“(A) the net operating loss deduction for such year shall be com- 
puted as if Subsection (a) of this section applied to such taxable 
year, and 

“(B) for purposes of the second sentence of subsection (b) (2), the 
taxable income for such taxable year shall be the net income for such 
taxable year, computed— 

“(i) without regard to paragraphs (1) and (2) of section 122 (d) 
of the Internal Revenue Code of 1939, and 

“(ii) by allowing as a deduction an amount equal to the sum 
of the credits provided in subsections (b) and (h) of section 26 
of such Code.” 


SEC. 14. IMPROVEMENTS ON LEASED PROPERTY. 

(a) DepucTion By LESSEE FOR DEPRECIATION, ETC.—Part VI of subchapter B 
of chapter 1 (itemized deductions for individuals and corporations) is amended 
by adding at the end thereof the following new section: 


“SEC. 178. DEPRECIATION OR AMORTIZATION OF IMPROVEMENTS 
MADE BY LESSEE ON LESSOR’S PROPERTY. 

“(a) GENERAL Rute.—Except as provided in subsection (b), in determining 
the amount allowable to a lesee as a deduction for any taxable year for exhaus- 
tion, wear and tear, obsolescence, or amortization— 

(1) in respect of any building erected (or other improvent made) on the 
leased property, or 

“(2) in respect of any cost of acquiring the lease, the term of the lease 
shall be treated as including any period for which the lease may be re- 
newed, extended, or continued pursuant to an option exercisable by the 
lessee, unless the lessee establishes that (as of the close of the taxable year) 
it is more probable that the lease will not be renewed, extended, or 
continued for such period than that the lease will be so renewed, extended, or 
continued. 

“(b) RELATED LESSEE AND LESSOR.— 

(1) GENERAL RULE.—If a lessee and lessor are related persons (as de- 
termined under paragraph (2)) at any time during the taxable year then, 
in determining the amount allowable to the lessee as a deduction for 
such taxable year for exhaustion, wear and tear, obsolescence, or amortiza- 
tion in respect of any building erected (or other improvement made) on the 
leased property, the lease shall be treated as including a period of not less 
duration than the remaining useful life of such improvement. 

““(2) RELATED PERSONS DEFINED.—In determining for purposes of para- 
graph (1) whether a lessee and lessor are related persons, the rules of sub- 
sections (b) and (c) of section 267 shall apply, except that— 

“(A) the family of an individual shall include only his spouse, 
ancestors, and lineal descendants; and 

“(B) the phrase ‘80 percent or more’ shall be substituted for the 
phrase ‘more than 50 percent’ each place it appears therein.” 

(b) TECHNICAL AMENDMENT.—The table of sections for such part VI is 
amended by adding at the end thereof the following: 

“Sec. 178. Depreciation or amortization of improvements made by lessee on 
lessor’s property.” 

(c) Errective Date.—The amendments made by this section shall apply with 
respect to improvements begun after December 31, 1956 (other than improve- 
ments which, on December 31, 1956, and at all times thereafter, the lessee was 
under a binding legal obligation to make). 
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SEC. 15. MEDICAL, DENTAL, ETC., EXPENSES IN CASE OF DECEDENTS. 


Section 213 (d) (2) (A) (relating to medical, dental, ete., expenses in the 
case of decedents) is amended by striking out “claimed or”. 


SEC. 16. DEDUCTIONS BY CORPORATIONS FOR DIVIDENDS RECEIVED. 
(a) ExcLusIon or Certain Divivenps.—Section 246 (relating to rules applying 
to deductions by corporations for dividends received) is amended by adding 
at the end thereof the following new subsection: 
“(c) EXCLUSION OF CERTAIN DIVIDENDS.— 

“(1) IN GENERAL.—No deduction shall be allowed under section 243, 244, 
or 245, in respect of any dividend on any share of stock— 

“(A) which is sold or otherwise disposed of in any case in which 
the taxpayer has held such share for 10 days or less, or 

“(B) to the extent that the taxpayer is under an obligation (whether 
pursuant to a short sale or otherwise) to make corresponding payments 
with respect to substantially identical stock or securities. 

“(2) 90-DAY RULE IN THE CASE OF CERTAIN PREFERENCE DIVIDENDS.—lIn the 
case of any stock having preference in dividends, the holding period specified 
in paragraph (1) (A) shall be 90 days in lieu of 10 days if the taxpayer re- 
ceives dividends with respect to such stock which are attributable to a period 
or periods aggregating in excess of 366 days. 

“(3) DETERMINATION OF HOLDTNG PERIODS.—For the purposes of this sub- 
section, in determining the period for which the taxpayer has held any share 
of stock— 

“(A) the day of disposition, but not the day of acquisition, shall be 
taken into account, 
“(B) there shall not be taken into account any day which is more 
than 10 days (or 90 days in the case of stock to which paragraph (2) 
applies) after the date on which such share becomes ex-dividend, and 
“(C) paragraph (4) (of section 1223) shall not apply. 
The holding periods determined under the preceding provisions of this para- 
graph shall be appropriately reduced (in the manner provided in regula- 
tions prescribed by the Secretary or his delegate) for any period (during 
such holding periods) in which the taxpayer has an option to sell, is under 
a contractual obligation to sell, or has made (and not closed) a short sale of, 
substantially identical stock or securities.” 
(b) ErrectiveE Date.—The amendment made by subsection (a) shall apply 
with respect to taxable years ending after November 7, 1956, but only with respect 
to shares of stock acquired after November 7, 1956. 


SEC. 17. PROPERTY RECEIVED IN CERTAIN CORPORATE ORGANIZA- 
TIONS AND REORGANIZATIONS. 


(a) Basts.—Section 358 (a) (1) (A) (relating to decrease in basis to dis- 
tributees of property received in certain corporate organizations and reorganiza- 
tions) is amended by striking out “and” at the end of clause (i), and by adding 
after clause (ii) the following new clause: 

“(iii) the amount of loss to the taxpayer which was recognized 
on such exchange, and”. 

(b) Errective Date.—The amendment made by subsection (a) shall apply as 
provided in section 393 of the Internal Revenue Code of 1954 as if the clause (iii) 
added by such amendment had been included in such Code at the time of its 
enactment. 


SEC. 18. CERTAIN ACQUISITIONS OF STOCK. 


(a) TRANSITIONAL Rutes.—Section 391 (relating to effective date of certain 
provisions of the Internal Revenue Code of 1954 relating to distributions by corpo- 
rations) is amended by adding at the end thereof the following new sentence: 
“In the case of— 

“(1) any acquisition of stock described in section 304 which occurred 
before June 22, 1954, and 
“(2) any acquisition of stock described in such section which occurred 
on or after June 22, 1954, and on or before December 31, 1957, pursuant to a 
contract entered into before June 22, 1954, 
the extent to which the property received in return for such acquisition shall be 
treated as a dividend shall be determined as if the Internal Revenue Code of 1939 
continued to apply in respect of such acquisition and as if this Code had not 
been enacted.” 
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(b) Errecrive Date.—The third sentence of section 391 of the Internal Reve- 
nue Code of 1954, as added by subsection (a) of this section, shall apply as if 
included in such section on the date of the enactment of such Code. 


SEC. 19. TAXATION OF EMPLOYEE ANNUITIES. 


(a) ANNuITy ConTRACTS PURCHASED BY CERTAIN TAX-EXEMPT ORGAN IZATIONS.— 
Section 403 (relating to taxation of employee annuities) is amended by redesig- 
nating subsection (b) as subsection (c), and by inserting after subsection (a) the 
following new subsection : 

“(b) TAXABILITY OF BENEFICIARY UNDER ANNUITY PURCHASED BY SECTION 501 
(c) (3) OnGANIZATION.— 

“(1) GENERAL RULE.—If— 

“(A) an annuity contract is purchased for an employee by an em- 
ployer described in section 501 (c) (8) which is exempt from tax under 
section 501 (a), 

“(B) such annuity contract is not subject to subsection (a), and 

“(C) the employee’s rights under the contract are nonforfeitable, ex- 
cept for failure to pay future premiums, 

then amounts contributed by such employer for such annuity contract on or 
after such rights become nonforfeitable shall be excluded from the gross 
income of the employee for the taxable year to the extent that the aggregate 
of such amounts does not exceed the exclusion allowance for such taxable 
year. The employee shall include in his gross income the amounts received 
under such contract for the year received as provided in section 72 (relating 
to annuities) except that section 72 (e) (3) shall not apply. 

“(2) ExcLUSION ALLOWANCE.—For purposes of this subsection, the exclu- 
sion allowance for any employee for the taxable year is an amount equal te 
the excess, if any, of— 

“(A) the amount determined by multiplying (i) 20 percent of his 
includible compensation, by (ii) the number of years of service, over 

“(B) the aggregate of the amounts contributed by the employer for 
annuity contracts and excludable from the gross income of the employee 
for any prior taxable year. 

“(3) INCLUDIBLE COMPENSATION.—F or purposes of this subsection, the term 
‘includible compensation’ means, in the case of any employee, the amount of 
compensation which is received from the employer described in section 501 
(c) (8) and exempt from tax under section 501 (a), and which is includible 
in gross income (computed without regard to sections 105 (d) and 911) for 
the most recent period (ending not later than the close of the taxable year) 
which under paragraph (4) may be counted as one year of service. Such 
term does not include any amount contributed by the employer for any an- 
nuity contract to which this subsection applies. 


““(4) YEARS OF SERVICE.—In determining the number of years of service for 
purposes of this subsection, there shall be included— 

“(A) one year for each full year during which the individual was a 
full-time employee of the organization purchasing the annuity for him, 
and 

“(B) a fraction of a year (determined in accordance with regulations 
prescribed by the Secretary or his delegate) for each full year during 
which such individual was a part-time employee of such organization 
and for each part of a year during which such individual was a full-time 
or part-time employee of such organization. 

In one case shall the number of years of service be less than one. 

“(5) APPLICATION TO MORE THAN ONE ANNUITY CONTRACT.—If for any tax- 
able year of the employee this subsection applies to 2 or more annuity con- 
tracts purchased by the employer, such contracts shall be treated as one 
contract. 

“(6) FORFEITABLE RIGHTS WHICH BECOME NONFORFEITABLE.—For purposes 
of this subsection and section 72 (f) (relating to special rules for computing 
employees’ contributions to annuity contracts), if rights of the employee 
under an annuity contract described in subparagraphs (A) and (B) of para- 
graph (1) change from forfeitable to nonforfeitable rights, then the amount 
(determined without regard to this subsection) includible in gross income by 
reason of such change shall be treated as an amount contributed by the 


employer for such annuity contract as of the time such rights become 
nonforfeitable.” 
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(b) QUALIFIED PLans.—Section 403 (a) (1) (relating to taxability of bene- 
ficiary under a qualified annuity plan) is amended to read as follows: 

“(1) GENERAL RULE.—Except as provided in paragraph (2), if an annuity 
contract is purchased by an employer for an employee under a plan which 
meets the requirements of section 404 (a) (2) (whether or not the employer 
deducts the amounts paid for the contract under such section), the employee 
shall include in his gross income the amounts received under such contract 
for the year received as provided in section 72 (relating to annuities) except 
that section 72 (e) (3) shall not apply.” 

(c) CERTAIN FORFEITABLE CONTRACTS PURCHASED BY EXEMPT ORGANIZATIONS.— 
Section 403 (c) (as redesignated by subsection (a) of this section) is amended 
by adding at the end thereof the following new sentence: “This subsection shall 
not apply in respect of an annuity contract purchased by an employer which is 
exempt from tax under section 501 or 521.” 

(d) Errective Date.—The amendments made by this section shall apply with 
respect to taxable years beginning after December 31, 1956. 


SEC. 20. CONTRIBUTIONS OF EMPLOYER TO EMPLOYEES’ TRUST OR 
ANNUITY PLAN. 


So much of section 404 (a) (relating to deduction for contributions of an em- 
ployer to an employees’ trust or annuity plan, etc.) as precedes paragraph (1) 
thereof is amended by striking out “income) but if” and inserting in lieu thereof 
“income) ; but, if’. 


SEC. 21. EMPLOYEE STOCK OPTIONS GRANTED BY PARENT OR SUB- 
SIDIARY CORPORATION. 


Section 421 (a) (relating to employee stock options) is amended by adding at 
the end thereof the following new sentence: “In applying paragraphs (2) and 
(3) of subsection (d) for purposes of the preceding sentence, there shall be sub- 
stituted for the term ‘employer corporation’ wherever it appears in such para- 
graphs the term ‘grantor corporation’, or the term ‘corporation issuing or assum- 
ing a stock option in a transaction to which subsection (g) is applicable’, as the 
case may be.” 


SEC. 22. VARIABLE PRICE RESTRICTED STOCK OPTIONS. 


(a) DEFINITION OF RESTRICTED Stock OpTions.—Section 421 (d) (relating to 
definitions for purposes of employee stock options) is amended— 

(1) by striking out clause (ii) of paragraph (1) (A) and inserting in 
lieu thereof the following: 

““(ii) in the case of a variable price option, the option price (com- 
puted as if the option had been exercised when granted) is at least 
85 percent of the fair market value of the stock at the time such 
option is granted; and’; and 

(2) by adding at the end thereof the following new paragraph: 

““(7) VARIABLE PRICE OPTION.—The term ‘variable price option’ means an 
option under which the purchase price of the stock is fixed or determinable 
under a formula in which the only variable is the fair market value of the 
stock at any time during a period of 6 months which includes the time the 
option is exercised ; except that in the case of options granted after Novem- 
ber 7, 1956, such term does not include any such option in which such for- 
mula provides for determining such price by reference to the fair market 
value of the stock at any time before the option is exercised if such value 
may be greater than the average fair market value of the stock during the 
ealendar month in which the option is exercised.” 

(b) Errective Date.—The amendments made by subsection (a) shall apply 
with respect to taxable years ending after November 7, 1956. 


SEC. 23. TRANSFERS OF INSTALLMENT OBLIGATIONS TO CONTROLLED 
INSURANCE COMPANIES. 

(a) Errect or TraNsrer.—Section 453 (d) (relating to gain or loss on dis- 
position of installment obligations) is amended by adding at the end thereof the 
following new paragraph: 

““(5) LIrE INSURANCE COMPANIES.—In the case of a disposition of an in- 
stallment obligation by any person other than a life insurance company (as 
defined in section 801, (a)) to such an insurance company or to a partner- 
ship of which such an insurance company is a partner, no provision of this 
subtitle providing for the nonrecognition of gain shall apply with respect 
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to any gain resulting under paragraph (1). If a corporation which is a life 
insurance company for the taxable year was (for the preceding taxable 
year) a corporation which was not a life insurance company, such corpora- 
tion shall, for purposes of this paragraph and paragraph (1), be treated 
as having transferred to a life insurance company, on the last day of the 
preceding taxable year, all installment obligations which it held on such last 
day. A partnership of which a life insurance company becomes a partner 
shall, for purposes of this paragraph and paragraph (1), be treated as 
having transferred to a life insurance company, on the last day of the pre- 
ceding taxable year of such partnership, all installment obligations which 
it holds at the time such insurance company becomes a partner.” 
(b) Errective Datre.—The amendment made by subsection (a) shall apply to 
taxable years ending after November 7, 1956, but only as to transfers or other 
dispositions of installment obligations occurring after such date. 


SEC. 24. ADJUSTMENTS REQUIRED BY CHANGES IN METHOD OF 
ACCOUNTING. 
(a) ADJUSTMENTS For 1939 CopE YEARS.— 


(1) ADJUSTMENTS TAKEN INTO ACCOUNT.—Paragraph (2) of section 481 
(a) (relating to adjustments required by changes in method of accounting) 
is amended to read as follows: 

(2) there shall be taken into account those adjustments which are de- 
termined to be necessary solely by reason of the change in order to prevent 
amounts from being duplicated or omitted, except there shall not be taken 
into account any adjustment in respect of any taxable year to which this 
section does not apply unless the adjustment is attributable to a change in 
the method of accounting initiated by the taxpayer.” 

(2) SPECIAL RULE WHERE ADJUSTMENTS ARE SUBSTANTIAL.—Section 481 
(b) (relating to limitation on tax where adjustments are substantial) is 
amended by adding at the end therof the following new paragraphs: 

“(4) SPECIAL RULE FOR PRE-1954 ADJUSTMENTS GENERALLY.—Except as pro- 
vided in paragraph (5)— 

“(A) AMOUNT OF ADJUSTMENTS TO WHICH PARAGRAPH APPLIES.—The 
net amount of the adjustments required by subsection (a), to the extent 
that such amount does not exceed th net amount of adjustments which 
would have been required if the change in method of accounting had 
been made in the first taxable year beginning after December 31, 1953, 
and ending after August 16, 1954, shall be taken into account by the 
taxpayer in computing taxable income in the manner provided in sub- 
paragraph (B), but only if such net amount of such adjustment would 
increase the taxable income of such taxpayer by more than $3,000. 

“(B) YEARS IN WHICH AMOUNTS ARE TO BE TAKEN INTO ACCOUNT.— 
The net amount of the adjustments described in subparagraph (A) shall 
be taken into account ratably (except as provided in subparagraph (C) ) 
in the year of the change and in so many of the taxable years immedi- 
ately following such year as are the lesser of— 

“(i) 9 years, or 

“(ii) the number of taxable years beginning before January 1, 
1954, and ending before August 17, 1954, in which the taxpayer 
was engaged in the same trade or business as that in which the 
amount of adjustments under subparagraph (A) arose. 

*“(C) LIMITATION ON YEARS IN WHICH ADJUSTMENTS CAN BE TAKEN 
INTO ACCOUNT.—The net amount of any adjustments described in sub- 
paragraph (A), to the extent not taken into account in prior taxable 
years under subparagraph (B)— 

‘*(i) in the case of a taxpayer who is an individual, shall be taken 
into account in the taxable year in which he dies or ceases to engage 
in a trade or business, 

“(ii) in the case of a taxpayer who is a partner, his distributive 
share of such net amount shall be taken into account in the taxable 
year in which the partnership terminates, or in which the entire 
interest of such partner is transferred or liquidated, or 

“(iii) in the case of a taxpayer who is a corporation, shall be 
taken into account in the taxable year in which such corporation 
ceases to engage in a trade or business unless such net amount of 
such adjustment is required to be taken into account by the ac- 
quiring corporation under section 381 (c) (21). 
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“(D) TERMINATION OF APPLICATION OF PARAGRAPH.—The provisions of 
this paragraph shall not apply with respect to changes in methods of 
accounting made in taxable years beginning after December 31, 1963. 

“(5) SPECIAL RULE FOR PRE-1954 ADJUSTMENTS IN CASE OF CERTAIN DECEDENTS.—A 
change from the cash receipts and disbursements method to the acerual method 
in any case involving the use of inventories, made on or after August 16, 1954, 
and before November 7, 1956, for a taxable year to which this section applies, 
by the executor or administrator of a decendent’s estate in the first return filed 
by such executor or administrator on behalf of the decendent, shall be given 
effect in determining taxable income (other than for the purpose of computing 
a net operating loss carryback to any prior taxable year of the decendent), and, 
if the net amount of any adjustments required by subsection (a) in respect of 
taxable years to which this section does not apply would increase the taxable 
income of the decendent by more than $3,000, then the tax attributable to such 
net adjustments shall not exceed an amount equal to the tax that would have 
been payable on the cash receipts and disbursements method for the years for 
which the executor or administrator filed returns on behalf of the decedent, 
computed for each such year as though a ratable portion of the taxable income 
for such year had been received in each of 10 taxable years beginning and end- 
ing on the same dates as the taxable year for which the tax is being computed.” 

(b) TECHNICAL AMENDMENTS.—Section 481 (b) (relating to limitation on 
tax where adjustments are substantial) is amended— 

(1) By inserting after “subsection (a) (2)” each place it appears in 
paragraph (1) or (2) the following: “, other than the amount of such 
adjustments to which paragraph (4) or (5) applies,”. 

(2) By striking out “the aggregate of the taxes in paragraph (1) and 
inserting in lieu thereof “the aggregate increase in the taxes’”’. 

(3) By striking out “which would result if one-third of such increase” 
in paragraph (1) and inserting in lieu thereof “which would result if one- 
third of such increase in taxable income”. 

(4) By striking out “paragraph (2)” each place it appears in paragraph 
(3) (A) and inserting in lieu thereof “paragraph (1) or (2)”. 

(c) AMENDMENT OF SECTION 381 (c).—Section 381 (c) (relating to items 
of distributor or transferor corporation in certain corporate acquisitions) is 
amended by adding at the end thereof the following new paragraph: 

“(21) PRE-1954 ADJUSTMENTS RESULTING FROM CHANGE IN METHOD OF 
ACCOUNTING.—The acquiring corporation shall take into account any net 
amount of any adjustment described in section 481 (b) (4) of the dis- 
tributor or transferor corporation— 

“(A) to the extent such net amount of such adjustment has not been 
taken into account by the distributor or transferor corporation, and 

“(B) in the same manner and at the same time as such net amount 
would have been taken into account by the distributor or transferor 


corporation.” 


(d) ErrectTivE DATE.— 
(1) IN GENERAL.—The amendments made by this section shall apply with 


respect to any change in a method of accounting where the year of the change 
(within the meaning of section 481 of the Internal Revenue Code of 1954) is 
is a taxable year beginning after December 31, 1953, and ending after August 
16, 1954. 

(2) EXCEPTION FOR CERTAIN AGREEMENTS.— The amendments made by sub- 
sections (a), (b) (1), and (c) shall not apply if before the date of the enact- 
ment of this Act— 

(A) the taxpayer applied for a change in the method of accounting 
in the manner provided by regulations prescribed by the Secretary of the 
Treasury or his delegate, and 

(B) the taxpayer and the Secretary of the Treasury or his delegate 
agreed to the terms and conditions for making the change. 


SEC. 25. DENIAL OF EXEMPTION TO ORGANIZATIONS ENGAGED IN 
PROHIBITED TRANSACTIONS. 

(a) LENDING TO CERTAIN PERSONS.—Section 503 (relating to requirements for 

exemption in the case of exempt organizations) is amended by adding at the end 


thereof the following new subsection: 
“(h) Specran Rutes RELATING TO LENDING BY SEcTION 401 (a) TRUSTS TO 


CERTAIN PerRsons.—For purposes of subsection (c) (1), a bond, debenture, note. 
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or certificate or other evidence of indebtedness (hereinafter in this subsection re- 
ferred to as ‘obligation’) acquired by a trust described in section 401 (a) shall 
not be treated as a loan made without the receipt of adequate security if— 

“(1) such obligation is acquired— 

“(A) on the market, either (i) at the price of the obligation prevailing 
on a national securities exchange which is registered with the Securities 
and Exchange Commission, or (ii) if the obligation is not traded on such 
a national securities exchange, at a price not less favorable to the trust 
than the offering price for the obligation as established by current bid 
and asked prices quoted by persons independent of the issuer ; 

“(B) from an underwriter, at a price (i) not in excess of the public 

offering price for the obligation set forth in a prospectus or offering cir- 

cular filed with the Securities and Exchange Commission and (ii) at 
which a substantial portion of the same issue is acquired by persons 
independent of the issuer; or 

“(C) directly from the issuer, at a price not less favorable to the 
trust than the price paid currently for a substantial portion of the same 
issue by persons independent of the issuer ; 

(2) immediately following acquisition of such obligation— 

(A) not more than 25 percent of the aggregate amount of obligations 
issued in such issue and outstanding at the time of acquisition is held 
by the trust, and 

“(B) at least 50 percent of the aggregate amount referred to in 
subparagraph (A) is held by persons independent of the issuer ; 

“(3) immediately following acquisition of the obligation, not more than 
25 percent of the assets of the trust is invested in obligations of persons 
described in subsection (c) ; and 

“(4) in the case of an obligation acquired after November 8, 1956, 
such obligation is issued pursuant to an indenture or other written agree- 
ment which provides that, if the issuer mortgages (or otherwise subjects 
to lien) substantially all of its property after the issuance of such obliga- 
tion, such obligation will be secured by a preference no less adequate than 
that afforded by such mortgage (or lien).” 

(b) EFrectiveE DATE.— 

(1) IN GENERAL.—Except as provided in paragraph (2), the amend- 
ment made by subsection (a) shall apply with respect to taxable years 
ending after March 15, 1956. 

(2) ExcrepTions.—Nothing in this section shall be construed to make 
any transaction a prohibited transaction which, under announcements of 
the Internal Revenue Service made with respect to section 503 (c) (1) of 
the Internal Revenue Code of 1954 before the date of the enactment of 
this Act, would not constitute a prohibited transaction. In the case of any 
bond, debenture, note, or certificate or other evidence of indebtedness ac- 
quired before the date of the enactment of this Act by a trust described in 
section 401 (a) of such Code which is held on such date, paragraphs (2) and 
(3) of section 503 (h) of such Code shall be treated as satisfied if such re- 
quirements would have been satisfied if such obligation had been acquired 
on such date of enactment. 

(c) CORRECTION OF Cross REFERENCES.—Sections 2055 (e), 2106 (a) (2) (EB), 
and 2522 (c) are each amended by striking out “sections 504” and inserting in 
lieu thereof “sections 503.” 


SEC. 26. CORPORATIONS IMPROPERLY ACCUMULATING SURPLUS. 


(a) ADJUSTMENTS TO TAXABLE INCOME FOR CHARITABLE CONTRIBUTIONS.— 
Section 535 (b) (2) (relating to adjustments to taxable income to determine 
accumulated taxable income for purposes of the tax on corporations improperly 
accumulating surplus) is amended by striking out the limitation in.” 

(b) ADJUSTMENTS TO TAXABLE INCOME FOR LONG-TERM CAPITAL GAINS.— 
Section 535 (b) (6) (B) (relating to determination of accumulated taxable in- 
come) is amended to read as follows: 

“(B) such taxes computed for such year without including in tax- 
able income the excess of the net long-term capital gain for the taxable 
year over the net short-term capital loss for such year (determined 
with regard to the capital loss carryover provided in section 1212).” 
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SEC. 27. UNDISTRIBUTED PERSONAL HOLDING COMPANY INCOME. 


(a) CHARITABLE CONTRIBUTIONS.—Section 545 (b) (2) (relating to adjust- 
ments to taxable income to determine undistributed personal holding com- 
pany income) is amended to read as follows: 

““(2) CHARITABLE CONTRIBUTIONS.—The deduction for charitable contribu- 
tions provided under section 170 shall be allowed, but in computing such 
deduction the limitations in section 170 (b) (1) (A) and (B) shall apply, 
and section 170 (b) (2) shall not apply. For purposes of this paragraph, the 
term ‘adjusted gross income’ when used in section 170 (b) (1) means the 
taxable income computed with the adjustments (other than the 5-percent 
limitation) provided in the first sentence of section 170 (b) (2) and without 
deduction of the amount disallowed under paragraph (8) of this subsection.” 

(b) Net OpreraTtTIne Loss.—Section 545 (b) (4) (relating to adjustments to 
taxable income to determine undistributed personal holding company income) 
is amended by inserting before the period at the end thereof “computed without 
the deductions provided in part VIII (except section 248) of subchapter B”. 

(c) ErrectiIve DATE FoR SUBSECTION (b).—The amendment made by subsection 
(b) of this section shall apply with respect to adjustments under section 545 (b) 
(4) of the Internal Revenue Code of 1954 for taxable years beginning after De- 
cember 31, 1956. 


SEC. 28. FOREIGN PERSONAL HOLDING COMPANIES. 


(a) ADJUSTMENTS To TAXABLE INCOME FOR CHARITABLE CONTRIBUTIONS.— 
(1) The first sentence of section 556 (b) (2) (relating to adjustments to 
taxable income to determine undistributed foreign personal holding company 
income) is amended to read as follows: “The deduction for charitable con- 
tributions provided under section 170 shall be allowed, but in computing 
such deduction the limitations in section 170 (b) (1) (A) and (B) shall 
apply, and section 170 (b) (2) shall not apply.” 

(2) The second sentence of section 556 (b) (2) is amended by striking 
out “the taxable income computed with the adjustments provided in section 
170 (b) (2)” and inserting in lieu thereof “the taxable income computed 
with the adjustments (other than the 5-percent limitation) provided in the 
first sentence of section 170 (b) (2)”. 

(b) Specrat DEDUCTIONS DISALLOWED.— 

(1) Section 556 (b) (3) (relating to adjustments to taxable income to 
determine undistributed foreign personal holding company income) is amend- 
ed by striking out “sections 242 and 248” and inserting in lieu thereof “‘sec- 
tion 248’, 

(2) The amendment made by paragraph (1) shall apply only with respect 
to taxable years ending after October 31, 1956. 

(c) NET OPERATING Loss.— 

(1) Section 556 (b) (4) (relating to adjustments to taxable income to 
determine undistributed foreign personal holding company income) is amend- 
ed by inserting before the period at the end thereof “computed without the 
deductions provided in part VIII (except section 248) of subchapter B”. 

(2) The amendment made by paragraph (1) shall apply with respect to 
adjustments under section 556 (b) (4) of the Internal Revenue Code of 1954 
for taxable years ending after October 31, 1956. 

(d) Cross REFERENCE.— 

(1) Part III of subchapter G of chapter 1 (relating to foreign personal 
holding companies) is amended by adding at the end thereof the following 
new section: 


“SEC. 558. RETURNS OF OFFICERS, DIRECTORS, AND SHAREHOLDERS 
OF FOREIGN PERSONAL HOLDING COMPANIES. 
“For provisions relating to returns of officers, directors, and share- 
holders of foreign personal holding companies, see section 6035.” 


(2) The table of sections for such part III is amended by adding at the 
end thereof the following: 


“See. 558. Returns of officers, directors, and shareholders of foreign personal 
holding companies.” 


SEC. 29. BOND, ETC., LOSSES OF BANKS. 


Section 582 (c) (relating to losses of banks from sales or exchanges of evi- 
dences of indebtedness) is amended by striking out “with interest coupons or 
in registered form,”. 
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SEC. 30. DEPLETION ALLOWANCE IN CASE OF ESTATES. 


Section 611 (b) (4) (relating to allowance of deduction for depletion in the 
case of estates) is amended by striking out “devises” and inserting in lieu there- 
of “devisees”. 

SEC. 31. PERCENTAGE DEPLETION RATES FOR CERTAIN TAXABLE 
YEARS ENDING IN 1954. 

(a) APPLICABLE Rates.—Section 613 (relating to percentage depletion) is 
amended by adding at the end thereof the following new subsection : 

“(d) APPLICATION OF PERCENTAGE DEPLETION RATES TO CERTAIN TAXABLE YEARS 
ENDING IN 1954.— 

*(1) GENERAL RULE.—At the election of the taxpayer in respect to any 
property (within the meaning of the Internal Revenue Code of 1939), the 
percentage specified in subsection (b) in the case of any mine, well, or 
other natural deposit listed in such subsection shall apply to a taxpable year 
ending after December 31, 1953, to which the Internal Revenue Code of 
1939 applies. 

(2) MerHop OF COMPUTATION.—The allowance for depletion, in respect of 
any property for which an election is made under paragraph (1) for any 
taxable year, shall be an amount equal to the sum of— 

“(A) that portion of a tentative allowance, computed under the In- 
ternal Revenue Code of 1939 without regard to paragraph (1) of this 
subsection, which the number of days in such taxable year before Jan- 
uary 1, 1954, bears to the total number of days in such taxable year; 
plus 

“(B) that portion of a tentative allowance, computed under the In- 
ternal Revenue Code of 1939 (as modified solely by the application of 
paragraph (1) of this subsection), which the number of days in such 
taxable year after December 31, 1953, bears to the total number of days 
in such taxable year.” 

(b) STaruTEe OF LIMITATIONS, ETC.; INTEREST.—If refund or credit of any over- 
payment resulting from the application of the amendment made by subsection 
(a) of this section is prevented on the date of the enactment of this Act, or 
within 6 months from such date, by the operation of any law or rule of law 
(other than section 3761 of the Internal Revenue Code of 1939 and section 7122 
of the Internal Revenue Code of 1954, relating to compromises), refund or credit 
of such overpayment may, nevertheless, be made or allowed if claim therefor is 
filed within 6 months from such date. No interest shall be paid on any overpay- 
ment resulting from the application of the amendment made by subsection (a) 
of this section. 

SEC. 32. RETENTION OF 1939 CODE RIGHTS WITH RESPECT TO TREAT- 

MENT OF MINERAL INTERESTS. 

Section 614 (definition of property) is amended by adding at the end thereof 
the following new subsection : 

“(d) 1989 Copre TREATMENT.—Any taxpayer may treat any property (deter- 
mined as if the Internal Revenue Code of 1939 continued to apply) as if sub- 
sections (a), (b), and (c) had not been enacted. If any such treatment would 
constitute an aggregation under subsection (b) or (c), such treatment shall be 
taken into account in applying subsections (b) and (c) to other property of the 
taxpayer.” 

SEC. 33. INVESTMENT COMPANIES FURNISHING CAPITAL TO DEVEL- 

OPMENT CORPORATIONS. 

(a) TIME FOR CERTIFICATION.—The first sentence of section 851 (e) (1) (relat- 
ing to regulated investment companies furnishing capital to development cor- 
porations) is amended by striking out “not less than 60 days” and inserting in 
lieu thereof “not earlier than 60 days”. 

(b) CLERICAL AMENDMENT.—Section 851 (e) (2) (relating to limitation with 
respect to regulated investment companies furnishing capital to development 
corporations) is amended by striking out “issues” and inserting in lieu thereof 
“issuer”. 
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SEC. 34. TRANSACTIONS IN REGULATED INVESTMENT COMPANY 
SHARES AROUND TIME OF DISTRIBUTING CAPITAL GAIN 
DIVIDENDS. 

(a) Loss on Stock HeLp Less THAN 31 Days.—Section 852 (b) (relating 
to taxation of regulated investment companies and their shareholders) is amended 
by adding at the end thereof the following new paragraph: 

“(4) Loss ON SALE OR EXCHANGE OF STOCK HELD LESS THAN 31 DAYS.—If— 
“(A) under subparagraph (B) or (D) of paragraph (3) a share- 
holder of a regulated investment company is required, with respect to 
any share, to treat any amount as a long-term capital gain, and 
“(B) such share is held by the taxpayer for less than 31 days, 
then any loss on the sale or exchange of such share shall, to the extent of 
the amount described in subparagraph (A) of this paragraph, be treated 
as loss from the sale or exchange of a capital asset held for more than 6 
months. For purposes of this paragraph, the rules of section 246 (ce) (3) 
shall apply in determining whether any share of stock has been held for 
less than 31 days; except that ‘30 days’ shall be substituted for the num- 
ber of days specified in subparagraph (B) of section 246 (ce) (3).” 

(b) ErrectivE DateE.—The amendment made by subsection (a) shall apply 
with respect to taxable years ending after November 7, 1956, but only with respect 
to shares of stock acquired after November 7, 1956. 


SEC. 35. TAX ON NONRESIDENT ALIENS. 

(a) EmPLovee ANNUITIES.—Section 871 (a) (1) (relating to 30 percent tax 
in case of nonresident aliens) is amended by inserting ‘section 403 (a) (2),” 
after “section 402 (a) (2),”. 

(b) CoNnroRMING AMENDMENT.—Subsections (b) and (c) (5) section 1441 
(relating to withholding of tax on nonresident aliens) are each amended by 
inserting “section 403 (a) (2),” after “section 402 (a) (2),”. 

(c) Errective Date.—The amendment made by subsection (a) shall apply 
only with respect to taxable years ending after the date of the enactment of this 
Act. The amendments made by subsection (b) shall take effect on the day fol- 
lowing the date of the enactment of this Act. 


SEC. 36. CREDITS FOR DIVIDENDS RECEIVED AND FOR PARTIALLY 
TAX-EXEMPT INTEREST IN CASE OF NONRESIDENT 


ALIENS. 

(a) Minrmum Tax.—Section 871 (b) (relating to tax on certain nonresident 
alien individuals) is amended— 

(1) by striking out the semicolon at the end of paragraph (2) and insert- 
ing in lieu thereof a period; 

(2) by striking out paragraph (3) ; and 

(3) by adding at the end thereof the following new sentences : 

“If (without regard to this sentence) the amount of the taxes imposed in the 
case of such an individual under section 1 or under section 1201 (b), minus the 
sum of the credits under sections 34 and 35, is an amount which is less than 30 
percent of the sum of— 

“(A) the aggregate amount received from the sources specified in sub- 
section (a) (1), plus 
“(B) the amount, determined under subsection (a) (2), by which gains 
from sales or exchanges of capital assets exceed losses from such sales or 
exchanges, 
then this subsection shall not apply and subsection (a) shall apply. For pur- 
poses of this subsection, the term ‘aggregate amount received from the sources 
specified in subsection (a) (1)’ shall be applied without any exclusion under 
section 116.” 

(b) Crepir ror ParTratty Tax-Exempt InterEstT.—Section 35 (relating to 
credit for partially tax-exempt interest received by individuals) is amended by 
redesignating subsection (c) as subsection (d) and by inserting after subsection 
(b) the following new subsection : 

**(c) CERTAIN NONRESIDENT ALIENS INELIGIBLE FOR CREDIT.—NOo credit shall be 
allowed under subsection (a) to a nonresident alien individual with respect to 
whom a tax is imposed for the taxable year under section 871 (a).” 

(c) Errective Date.—The amendments made by this section shall apply only 
with respect to taxable years. beginning after December 31, 1956. 
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SEC. 37. CARRYBACK AND CARRYOVER OF FOREIGN TAX CREDIT. 


(a) ALLOWANCE.—Section 904 (relating to limitation on foreign tax credit) is 
amended by adding at the end thereof the following new subsection : 

“(c) CARRYBACK AND CARRYOVER OF Excess Tax Patp.—Any amount by which 
any such tax paid or accrued to any foreign country or possession of the United 
States for any taxable year beginning after December 31, 1956, for which the 
taxpayer chooses to have the benefits of this subpart exceeds the limitation under 
subsection (a) shall be deemed tax paid or accrued to such foreign country or 
possession of the United States in the second preceding taxable pear, in the first 
preceding taxable year, and in the first, second, third, fourth, or fifth succeeding 
taxable years, in that order and to the extent not deemed tax paid or accrued in 
a prior taxable year, in the amount by which the limitation under subsection (a) 
for such preceding or succeeding taxable year exceeds the sum of the tax paid 
or accrued to such foreign country or possession for such preceding or succeeding 
taxable year and the amount of the tax for any taxable year earlier than the cur- 
rent taxable year which shall be deemed to have been paid or accrued in such 
preceding or subsequent taxable year (whether or not the taxpayer chooses to 
have the benefits of this subpart with respect to such earlier taxable year). Such 
amount deemed paid or accrued in any year may be availed of only as a tax 
credit and not as a deduction and only if taxpayer for such year chooses to have 
the benefits of this subpart as to taxes paid or accrued for that year to foreign 
countries or possessions. For purposes of this subsection, the terms ‘second 
preceding taxable year’ and ‘first preceding taxable year’ do not include any tax- 
able year beginning before January 1, 1957.”. 

(b) INTEREST ON OVERPAYMENTS.—Section 6611 (relating to interest on over- 
payments) is amended by redesignating subsection (g) as subsection (h) and 
by inserting after subsection (f) the following new subsection: 

“(g¢) Rerunp or INcomMe Tax CAUSED BY CARRYBACK OF ForEIGN TAXES.—For 
purposes of subsection (a), if any overpayment of tax results from a carryback 
of tax paid or accrued to foreign countries or possessions of the United States, 
such overpayment shall be deemed not to have been paid or accrued prior to 
the close of the taxable vear under this subtitle in which such taxes were in 
fact paid or accrued.”. 

(c) Errecrive Dare.—The amendments made by subsections (a) and (b) 
shall apply ouly with respect to taxable years beginning after December 31, 1958 


SEC. 38. PROPERTY ACQUIRED IN TAX-FREE EXCHANGE. 

(a) Basts.-—The first sentence of section 1031 (d) (relating to basis of prop- 
erty acquired in certain tax-free exchanges) is amended to read as follows: 
“If property was acquired on an exchange described in this section, section 
1085 (a), or section 1086 (a), then the basis shall be the same as that of the 
property exchanged, decreased in the amount of any money received by the 
taxpayer and increased in the amount of gain or decreased in the amount of 
loss to the taxpayer that was recognized on such exchange.” 

(b) CrericAn AMENDMENT.—-The second sentence of section 1031 (d) is 
amended by striking out “paragraph” and inserting in lieu thereof “subsection”. 


SEC. 39. INVOLUNTARY CONVERSIONS. 

Section 1083 (a) (2) (relating to involuntary conversions) is amended by 
adding at the end thereof the following new sentence: “For purposes of this 
paragraph and paragraph (3), the term ‘control’ means the ownership of stock 
possessing at least 80 percent of the total combined voting power of all classes 
of stock entitled to vote and at least 80 percent of the total number of shares 
of all other classes of stock of the corporation.” 

SEC. 40. PROPERTY ACQUIRED BEFORE MARCH 1, 1913. 

The first sentence of section 1053 (relating to basis for determining gain in 
the case of property acquired before March 1, 1913) is amended by striking out 
“under this part” and inserting in lieu thereof “under this subtitle”. 

SEC. 41. POSTPONEMENT OF GAIN FROM SALE OR EXCHANGE TO 
EFFECTUATE FEDERAL COMMUNICATIONS COMMISSION 
POLICIES. 

(a) REQUIREMENT OF CHANGE IN Poticy.—Section 1071 (a) (relating to gain 
from sale or exchange to effectuate policies of Federal Communications Com- 
mission) is amended by striking out “necessary or appropriate to effectuate 
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the policies of the Commission’ and inserting in lieu thereof ‘necessary or 
appropriate to eifectuate a change in a policy of, or the adoption of a new policy 
by, the Commission”. 

(b) Errective Date.—-The amendment made by subsection (a) shall apply 
with respect to any sale or exchange after December 31, 1957. Such amend- 
ment shall also apply with respect to any sale or exchange after October 15, 
1956, under a contract entered into after such date. 


SEC. 42. BONDS ISSUED AT DISCOUNT. 


(a) TREATMENT oF Gatn.—The first sentence of section 1232 (a) (2) (A) 
(relating to treatment of gain on sale or exchange of certain bonds and other 
evidences of indebtedness) is amended by striking out “which does not exceed an 
amount which bears the same ratio to the original issue discount (as defined in 
subsection (b)) as the number of complete months that the bond or other evi- 
dences of indebtedness was held by the taxpayer bears to the number of complete 
months from the date of original issue to the date of maturity,” and inserting in 
lieu thereof “which does not exceed an amount equal to the original issue dis- 
count (as defined in subsection (b)),”. 

(b) ErrectivE Date.—The amendment made by subsection (a) shall apply 
to taxable years ending after November 7, 1956, but only with respect to disposi- 
tions after such date. 


SEC. 43. BONDS WITH COUPONS DETACHED. 
Section 1232 (c) (relating to bonds with excess number of coupons detached) 
is amended to read as follows: 
“(c) Bonp WitH UNMATURED Coupons DETACHED.—If a bond or other evi- 
dence of indebtedness issued at any time with interest coupons— 
“(1) is purchased after August 16, 1954, and before November 8, 1956, 


and the purchaser does not receive all the coupons which first become pay- 


able more than 12 months after the date of the purchase, or 
“(2) is purchased after November 7, 1956, and the purchaser does not 

receive all the coupons which first become payable after the date of the 

purchase, 
then the gain on the sale or other disposition of such evidence of indebtedness 
by such purchaser (or by a person whose basis is determined by reference to the 
basis in the hands of such purchaser) shall be considered as gain from the sale 
or exchange of property which is not a capital asset to the extent that the fair 
market value (determined as of the time of the purchase) of the evidence of 
indebtedness with coupons attached exceeds the purchase price. If this subsec- 
tion and subsection (a) (2) (A) apply with respect to gain realized on the sale 
or exchange of any evidence of indebtedness, then subsection (a) (2) (A) shall 
apply with respect to that part of the gain to which this subsection does not 
apply.” 
SEC. 44. SHORT SALES. 


(a) SHorT SALES MADE BY DEALERS IN SEcURITIES.—Section 1233 (relating to 
gains and losses in case of short sales) is amended by adding at the end of sub- 
section (e) thereof the following new paragraph : 

(4) In the case of a taxpayer who is a dealer in securities— 

“(A) if, on the date of a short sale of a security, substantially identical 
property which is a capital asset in the hands of the taxpayer has been 
held for not more than 6 months, and 

“(B) if such short sale is closed more than 20 days after the date on 
which is was made, 

subsection (b) (2) shall apply in respect of the holding period of such substan- 
tially identical property. For purposes of this paragraph, the last sentence of 
subsection (b) applies and the term ‘security’ has the meaning assigned to such 
term in section 1236 (c).” 

(b) Hepetne TRANSACTIONS.—Section 1233 (a) (relating to gains and losses 
from short sales) is amended by striking out “, other than a hedging transaction 
in commodity futures,”. Section 1233 is amended by adding after subsection (f) 
the following new subsection : 

“(g) Hepcineg TRANSACTIONS.—This section shall not apply in the case of a 
hedging transaction in commodity futures.” 

(c) EFFrecTIvE DATE.—The amendment made by subsection (a) shall apply with 
respect to short sales made after October 24, 1956. 
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SEC. 45. OPTIONS TO BUY OR SELL. 
Section 1234 (relating to options to buy or sell) is amended to read as follows: 
“SEC. 1234. OPTIONS TO BUY OR SELL. 


“(a) TREATMENT OF GAIN oR Loss.—Gain or loss attributable to the sale or ex- 
change of, or loss attributable to failure to exercise, a privilege or option to buy 
or sell property shall be considered gain or loss from the sale or exchange of 
property which has the same character as the property to which the option or 
privilege relates has in the hands of the taxpayer (or would have in the hands 
of the taxpayer if acquired by him). 

“(b) SpecraL RULE ror Loss ATTRIBUTABLE TO FATLURE To EXERCISE OPTION.— 
For purposes of subsection (a), if loss is attributable to failure to exercise a privi- 
lege or option, the privilege or option shall be deemed to have been sold or ex- 
changed on the day it expired. 

“(c) NON-APPLICATION OF SEcTION.—This section shall not apply to— 

“(1) a privilege or option which constitutes property described in para- 
graph (1) of section 1221; 

“(2) in the case of gain attributable to the sale or exchange of a privilege 
or option, any income derived in connection with such privilege or option 
which, without regard to this section, is treated as other than gain from 
the sale or exchange of a capital asset ; 

“(3) a loss attributable to failure to exercise an option described in 
section 1233 (c) ; or 

“(4) gain attributable to the sale or exchange of a privilege or option ac- 
quired by the taxpayer before March 1, 1954, if in the hands of the taxpayer 
such privilege or option is a capital asset.” 


SEC. 46. SALE OR EXCHANGE OF PATENTS. 


(a) APPLICATION IN CASE OF RELATED PERSONS.—Section 1235 (d) (relating 
to sale or exchange of patents between related persons) is amended to read as 
follows: 

“(d) RELATED PERSONS.—Subsection (a) shall not apply to any transfer, 
directly or indirectly, between persons specified within any one of the paragraphs 
of section 267 (b) ; except that, in applying section 267 (b) and (c) for purposes 
of this section— 

“(1) the phrase ‘25 percent or more’ shall be substituted for the phrase 

‘more than 50 percent’ each place it appears in section 267 (b), and 

“(2) paragraph (4) of section 267 (c) shall be treated as providing that 
the family of an individual shall include only his spouse, ancestors, and lineal 
descendants.” 

(b) EFrective Date.—The amendment made by subsection (a) shall apply with 
respect to taxable years ending after the date of the enactment of this Act, but 
only with respect to transfers after such date. 


SEC. 47. REAL PROPERTY SUBDIVIDED FOR SALE. 


Section 1237 (a) (1) (relating to real property subdivided for sale) is amended 
by striking out “or, in the same taxable year” and inserting in lieu thereof “and, 
in the same taxable year’. 


SEC. 48. GAIN FROM SALE OF CERTAIN PROPERTY BETWEEN SPOUSES, 
ETC. 


Section 1239 (relating to gain from sale of certain property between spouses 
or between an individual and a controlled corporation) is amended by adding 
at the end thereof the following new subsection : 

“(c) Section Not APPLICABLE WITH RESPECT TO SALES OR EXCHANGES MADE ON 
or BEFORE May 3, 1951.—This section shall apply only in the case of a sale or 
exchange made after May 3, 1951.” 


SEC. 49. MITIGATION OF EFFECT OF LIMITATIONS. 


(a) ADJUSTMENTS UNAFFECTED BY OTHER ITEMS.—The second sentence of sec- 
tion 1314 (c) (relating to certain adjustments for closed taxable years) is 
amended by striking out “Other than in the case of an adjustment resulting from 
a determination under section 1313 (a) (4), the” and inserting in lieu thereof 
“The’’. 

(b) Errective Date.—The amendment made by subsection (a) shall apply to 
determinations (as defined in section 1313 (a)) made after November 14, 1954. 
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SEC. 50. COMPUTATION OF TAX WHERE TAXPAYER RESTORES SUB- 


STANTIAL AMOUNT HELD UNDER CLAIM OF RIGHT. 
Section 1341 (b) (relating to computation of tax where taxpayer restores sub- 


stantial amount held under claim of right) is amended by adding at the end 
thereof the following new paragraph : 


“(3) If the tax imposed by this chapter for the taxable year is the amount 
determined under subsection (a) (5), then the deduction referred to in sub- 
section (a) (2) shall not be taken into account for any purpose of this sub- 
title other than this section.” 


SEC. 51. CLAIMS AGAINST UNITED STATES INVOLVING ACQUISITIONS 


OF PROPERTY. 


(a) Limit on SurtTax.—Section 1347 (relating to claims against United States 


involving acquisitions of property) is amended— 


(1) by striking out “the tax imposed by section 1” and inserting in lieu 
thereof “the surtax imposed by section 1”; and 
(2) by adding at the end thereof the following new sentence: “This sec- 
tion shall apply only if claim was filed with the United States before January 
1, 1957.” 
(b) Errective Date.—The amendment made by subsection (a) (1) shall apply 


only with respect to taxable years beginning after December 31, 1956. 
SEC. 52. ELECTION PERMITTING CERTAIN PROPRIETORSHIPS AND 


PARTNERSHIPS TO BE TAXED AS CORPORATIONS. 
(a) RepEAL.—Subchapter R of chapter 1 (relating to election of certain 


partnerships and proprietorships as to taxable status), and section 1504 (b) 
(7) (relating to definition of includible corporation), are hereby repealed, ef- 
fective with respect to taxable years beginning after December 31, 1957. No 
election may be made under section 1361 of the Internal Revenue Code of 1954 
for any taxable year ending after June 30, 1957. 


(b) REVOCATION OF ELECTION.—If— 

(1) a statement of an electon to be taxed as a domestic corporation is 
heretofore or hereafter filed with respect to any unincorporated business 
enterprise under section 1361 of the Internal Revenue code of 1954, and 

(2) such filing is in accordance with regulations prescribed by the 
Secretary of the Treasury or his delegate, 


then such election shall be treated as a valid election; but such election may be 
revoked (in accordance with regulations prescribed by the Secretary of the 
Treasury or his delegate) after the date of the enactment of this section and 
on or before the last day of the third month following the month in which regula- 
tions prescribed under such section 1361 are published in the Federal Register. 


(c) TOLLING OF STATUTE OF LIMITATIONS.—In the case of any election re- 


ferred to in subsection (b) with respect to any unincorporated business enter- 
prise— 


(1) The statutory period for the assessment of any deficiency against 
any taxpayer for any taxable year, to the extent such deficiency is attrib- 
utable to such enterprise and to the period to which such election applies 
(or would apply but for a revocation under subsection (b)), shall not ex- 
pire before the expiration date specified in subsection (d): and such defi- 
ciency may be assessed at any time on or before such expiration date, not- 
withstanding any law or rule of law which would otherwise prevent such 
assessment. 

(2) If credit or refund of the amount of any overpayment is prevented, 
at any time on or before the expiration date, by the operation of any law 
or rule of law (other than section 7122 of the Internal Revenue Code of 1954, 
relating to compromises), credit or refund of such overpayment may, never- 
theless, be allowed or made, to the extent such overpayment is attributable 
to such enterprise and to the period referred to in paragraph (1), if claim 
therefore is filed on or before the expiration date specified in subsection (d). 

(d) Exprration Date Derinep.—For purposes of subsection (c), the term 


“expiration date’ means that day which is one year after whichever of the 
following days is the earlier : 


(1) The last day of the third month following the month in which 
regulations prescribed under section 1361 of the Internal Revenue Code of 
1954 are published in the Federal Register ; or 

(2) if the election is revoked under subsection (b), the day on which 
such revocation is filed with the Secretary of the Treasury or his delegate. 
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(e) CLERICAL AMENDMENT.—The table of subchapters for chapter 1 is amended 
by striking out 


“SUBCHAPTER R. Election of certain partnerships and proprietorships as to tax 
able status.” 


SEC. 53. PERIOD OF LIMITATION FOR FILING CLAIM FOR CREDIT FOR 
STATE DEATH TAXES. 

(a) Pertop UNpdER 1954 Copr.—Section 2011 (c) (relating to period of limita- 
tions on credit for State death taxes) is amended by inserting after paragraph 
(2) the following new paragraph : 

“(3) If a claim for refund or credit of an overpayment of tax imposed 
by this chapter has been filed within the time prescribed in section 6511, 
then within such 4-year period or before the expiration of 60 days from 
the date of mailing by certified mail or registered mail by the Secretary or 
his delegate to the taxpayer of a notice of the disallowance of any part of 
such claim, or before the expiration of 60 days after a decision by any 
court of competent jurisdiction becomes final with respect to a timely suit 
instituted upon such claim, whichever is later.” 

(b) Pertop UNbER 1939 Copr.—Section 813 (b) of the Internal Revenue Code 
of 1939 (relating to period of limitations on credit for State death taxes) is 
amended by inserting after paragraph (2) the following new paragraph: 

“(3) If a claim for refund or credit of an overpayment of tax imposed 
by this chapter has been filed within the time prescribed in section 910, 
then within such 4-year period or before the expiration of 60 days from the 
date of mailing by certified mail or registered mail by the Secretary or 
his delegate to the taxpayer of a notice of the disallowance of any part of 
such claim, or before the expiration of 60 days after a decision by any court 
of competent jurisdiction becomes final with respect to a timely suit insti- 
tuted upon such claim, whichever is later.” 

(c) ErrectiveE Dates.—The amendment made by subsection (a) shall apply 
with respect to estates of decedents dying after August 16, 1954. The amend- 
ment made by subsection (b) shall apply with respect to estates of decedents 
dying after February 10, 1939, and on or before August 16, 1954. 

SEC. 54. ESTATE TAX IN CASE OF REVERSIONARY OR REMAINDER 
INTEREST IN PROPERTY. 

(a) CReEpIT ror DeatH TAXES.— 

(1) CREDIT UNDER 1954 copE.—Section 2015 (relating to credit for death 
taxes on remainders) is amended by striking out ‘60 days after the termina- 
tion of the precedent interest or interests in the property” and inserting 
in lieu thereof “the time for payment of the tax imposed by section 2001 
or 2101 as postponed and extended under section 6163.” 

(2) CREDIT UNDER 1939 copE.—Section 927 of the Internal Revenue Code 
of 1939 (relating to credit for death taxes) is amended by striking out 
“60 days after the termination of the precedent interest or interests in the 
property” and inserting in lieu thereof “the time for payment of the tax 
imposed by this subchapter as postponed and extended under section 925.” 

(3) EFFECTIVE DATE.—The amendments made by paragraphs (1) and 
(2) shall apply in the case of any reversionary or remainder interest in 
property only if the precedent interest or interests in the property did not 
terminate before the beginning of the 60-day period which ends on the date 
of the enactment of this Act. 

(b) EXTENSION OF PAYMENT OF ESTATE TAx ATTRIBUTABLE TO FUTURE IN- 
TERESTS.— 

(1) EXTENSION UNDER 1954 copE.—Section 6163 (relating to extension of 
time for paying estate tax on value of reversionary or remainder interest in 
property) is amended by redesignating subsection (b) as subsection (c), and 
by inserting after subsection (a) the following new subsection: 

“(b) ExTENSION To PrevENT UNDUE HaArnsuip.—If the Secretary or his dele- 
gate finds that the payment of the tax at the expiration of the period of post- 
ponement provided for in subsection (a) would result in undue hardship to the 
estate, he may extend the time for payment for a reasonable period not in ex- 
cess of 2 years from the expiration of such period of postponement.” 

(2. EXTENSION UNDER 1939 CODE.— 

(A) Section 925 of the Internal Revenue Code of 1939 (relating to 
period of extension of time for paying estate tax attributable to future 
interests) is amended by adding at the end thereof the following: “If 
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the Secretary or his delegate finds that the payment of the tax at the 
expiration of the period of postponement provided for in the preceding 
sentence would result in undue hardship to the estate, he may extend the 
time for payment for a reasonable period not in excess of 2 years from 
the expiration of such period of postponement.” 

(B) Section 926 of the Internal Revenue Code of 1939 (relating to re- 
quirements for postponement) is amended by striking out “interest or 
interests” and inserting in lieu thereof “interest or interests (or, in the 
case of an extension under section 925, within the period of such exten- 
sion)”, 

(3) EFFECTIVE DATE.—The amendments made by paragraphs (1) and (2) 
shall apply in the case of any reversionary or remainder interest only if the 
precedent interest or interests in the property did not terminate before the 
beginning of the 6-month period which ends on the date of the enactment 
of this Act. 

(c) INTEREST.—Section 6601 (b) (relating to interest in case of extensions of 
time for payment of estate taxes) is amended by striking out “if postponement 
of the payment of an amount of Such tax is permitted by section 6163 (a),” and 
inserting in lieu thereof “if the time for payment of an amount of such tax is 
postponed or extended as provided by section 6163,”. 


SEC. 55. RETIREMENT ANNUITIES EXCLUDED FROM GROSS ESTATE. 
(a) REQUIREMENTS.—Section 2039 (c) (2) (relating to exclusion from gross 
estate in the case of certain retirement annuity contracts) is amended by strik- 
ing out “section 401 (a) (3)” and inserting in lieu thereof “section 401 (a) (3), 
(4), (5), and (6)”. 
(b) Errective Date.—The amendment made by subsection (a) shall apply 
with respect to estates of decedents dying after December 31, 1953. 


SEC. 56. GIFT TAX NOT TO APPLY TO ELECTION OF SURVIVOR BENE- 
FITS UNDER CERTAIN QUALIFIED PLANS. 
(a) IN GENERAL.—Subchapter B of chapter 12 (relating to gift tax in the case 


of certain transfers) is amended by adding at the end thereof the following new 
section : 


“SEC. 2517. CERTAIN ANNUITIES UNDER QUALIFIED PLANS. 


“(a) GENERAL RuLE.—The exercise or nonexercise by an employee of an elec- 
tion or option whereby an annuity or other payment will become payable to any 
beneficiary at or after the employee’s death shall not be considered a transfer 
for purposes of this chapter if the option or election and annuity or other pay- 
ment is provided for under— 

“(1) an employes’ trust (or under a contract purchased by an employees’ 
trust) forming part of a pension, stock bonus, or profit-sharing plan which, 
at the time of such exercise or nonexercise, or at the time of termination 
of the plan if earlier, met the requirements of section 401 (a); or 

“(2) a retirement annuity contract purchased by an employer (and not 
by an employees’ trust) pursuant to a plan which, at the time of such 
exercise or nonexercise, or at the time of termination of the plan if earlier, 
met the requirements of section 401 (a) (3), (4), (5), and (6). 

“(b) TRANSFERS ATTRIBUTABLE TO EMPLOYEE CONTRIBUTIONS.—If the annuity 
or other payment referred to in subsection (a) is attributable to any extent to 
payments or contributions made by the employee, then subsection (a) shall not 
apply to that part of the value of such annuity or other payment which bears 
the same proportion to the total value of the annuity or other payment as the 
total payments or contributions made by the employee bear to the total payments 
or contributions made. 

“(c) EMPLOYEE Derinep.—For purposes of this section, the term ‘employee’ 
includes a former employee.” 

(b) CrertcAL AMENDMENT.—The table of sections for subchapter B of chapter 
12 is amended by adding at the end thereof the following : 


“Sec, 2517. Certain annuities under qualified plans.” 





(c) Errecrive Date.—The amendments made by this section shall apply with 
respect to the calendar year 1955 and all calendar years thereafter. 


SEC. 57. OASI COVERAGE FOR EMPLOYEES OF FOREIGN SUBSIDIARIES. 


The heading of section 3121 (1) (3) (relating to agreements entered into by 
domestic corporations for the purpose of extending old-age and survivors insur- 
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ance coverage to service performed by certain employees of foreign subsidiaries) 
is amended by striking out “Br” and inserting in lieu thereof “By’’. 


SEC, 58. FEDERAL SERVICE. 


The last sentence of section 3122 (relating to collection and payment of em- 
ployment taxes with respect to Coast Guard Exchanges) is amended by striking 
out “this subsection” wherever it appears therein and inserting in lieu thereof 
“this section.” 


SEC. 59. ACTS TO BE PERFORMED BY AGENTS. 


The first sentence of section 3504 (relating to acts to be performed by agents 
in the case of employment taxes) is amended effective with respect to remunera- 
tion paid after December 31, 1954, by striking out “this subtitle” and inserting 
in lieu thereof “this title’. 


SEC. 60. PERSONS REQUIRED TO MAKE RETURNS. 


(a) EARNED INCOME WITHOUT THE UNITED States.-—Section 6012 (relating 
to persons required to make returns of income) is amended by redesignating 
subsection (c) as subsection (d) and by inserting after subsection (b) the fol- 
lowing new subsection: 

(ce) CERTAIN INCOME EARNED ABROAD.—For purposes of this section, gross 
income shall be computed without regard to the exclusion provided for in sec- 
tion 911 (relating to earned income from sources without the United States).” 

(b) Cross REFERENCE.—Section 911 (relating to earned income from sources 
without the United States) is amended by adding at the end thereof the follow- 
ing new subsection: 

“(e) Cross REFERENCE.— 


“For administrative and penal provisions relating to the exclusion 
provided for in this section, see sections 6001, 6011, 6012 (c), and the 
other provisions of subtitle F.” 


(c) EFFEcTIVE DAateE.—The amendments made by this section shall apply to 
taxable years beginning after December 31, 1956. 


SEC. 61. ELECTION TO MAKE JOINT RETURN AFTER FILING SEPA- 
RATE RETURN. 

Section 6013 (b) (2) (C) (relating to limitation on election to make joint 
return after filing separate return) is amended by striking out ‘such section” and 
inserting in lieu thereof “section 6213”. 

SEC. 62. RETURNS TREATED AS DECLARATIONS OF ESTIMATED TAX 
BY INDIVIDUALS. 

Section 6015 (f) (relating to returns treated as declarations of estimated in- 
come tax by individuals) is amended by adding after paragraph (2) the follow- 
ing: “In the application of this subsection in the case of a taxable year beginning 
on any date other than January 1, there shall be substituted, for the 15th or last 


day of the months specified in this subsection, the 15th or last day of the months 
which correspond thereto.” 


SEC. 63. PUBLICITY OF EXEMPT ORGANIZATION INFORMATION. 
(a) Pusticiry Requtrep.—Section 6104 (relating to publicity of information 
required from certain exempt organizations and certain trusts) is amended— 
(1) by striking out “The information” and inserting in lieu thereof: 
“(b) INSPECTION oF ANNUAL INFORMATION RETURNS.—The information”; and 
(2) by inserting after the heading of such section the following new sub- 
section : 
“‘(a) INSPECTION OF APPLICATIONS FOR TAx EXEMPTION.— 
(1) PUBLIC INSPECTION.— 
“(A) IN GENERAL.—If an organization described in section 501 (c) or 
(d) is exempt from taxation under section 501 (a) for any taxable year, 
the application filed by the organization with respect to which the Secre- 
tary or his delegate made his determination that such organization was 
entitled to exemption under section 501 (a), together with any papers 
submitted in support of such application, shall be open to public inspec- 
tion at the national office of the Internal Revenue Service. In 
the case of any application filed after the date of the enactment of 
this subparagraph, a copy of such application shall be open to public 
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inspection at the appropriate field office of the Internal Revenue Service 
(determined under regulations prescribed by the Secretary or his dele- 
gate). Any inspection under this subparagraph may be made at such 
times, and in such manner, as the Secretary or his delegate shall by 
regulations prescribe. After the application of any organization has 
been opened to public inspection under this subparagraph, the Secretary 
or his delegate shall, on the request of any person with respect to such 
organization, furnish a statement indicating the subsection and para- 
graph of section 501 which it has been determined describes such organ- 
ization. 

“(B) WITHHOLDING OF CERTAIN INFORMATION.—Upon request of the 
organization submitting any supporting papers described in subpara- 
graph (A), the Secretary or his delegate shall withhold from public 
inspection any information contained therein which he determines re- 
lates to any trade secret, patent, process, stvle of work, or apparatus 
of the organization, if he determines that public disclosure of such in- 
formation would adversely affect the organization. The Secretary or 
his delegate shall withhold from public inspection any information con- 
tained in supporting papers described in subparagraph (A) the public 
disclosure of which he determines would adversely affect the national 
defense. 

(2) INSPECTION BY COMMITTEES OF CONGRESS.—Section 6103 (d) shall 
apply with respect to— 

“(A) the application for exemption of any organization described in 
section 501 (c) or (d) which is exempt from taxation under section 501 
(a) for any taxable year, and 

“(B) any other papers which are in the possession of the Secretary 
or his delegate and which relate to such application, 

as if such papers constituted returns.” 

(b) ANNUAL INFORMATION WitH Respect To Totar ConTRIBUTIONS.—Section 
6033 (b) (relating to returns by certain exempt organizations) is amended by 
striking out ‘‘and” at the end of paragraph (6), by striking out the period at the 
end of paragraph (7) and inserting in lieu thereof a comma and the word “and”, 
and by adding after paragraph (7) the following new paragraph: 

“(8) the total of the contributions and gifts received by it during the 
year.” 

(c) ErrectIvE Date.—The amendments made by subsection (a) shall take 
effect on the 60th day after the day on which this Act is enacted. The amend- 
ments made by subsection (b) shall apply to taxable years ending on or after 
December 31, 1957. 


SEC. 64. ADDRESS FOR NOTICE OF DEFICIENCY. 

Section 6212 (b) (1) (relating to address for notice of deficiency in the case 
of income and gift taxes) is amended by striking out “chapter 1 or 12” and in- 
serting in lieu thereof “subtitle A or chapter 12”, and by striking out “such 
chapter and” and inserting in lieu thereof “subtitle A, chapter 12, and”. 


SEC. 65. RELEASE OF LIEN OR PARTIAL DISCHARGE OF PROPERTY. 


Section 6325 (relating to release of lien or partial discharge of property) is 
amended— 

(1) by striking out paragraph (1) of subsection (a) and inserting in 
lieu thereof the following: 

“(1) LIABILITY SATISFIED OR UNENFORCEABLE.—The Secretary or his dele- 
gate finds that the liability for the amount assessed, together with all interest 
in respect thereof, has been fully satisfied or has become legally unenforce- 
able; or”. 

(2) by redesigning subsections (c) and (d) as subsections (d) and (e), 
respectively, and by inserting after subsection (b) the following new 
subsection : 

“(e) Estate or Grrr Tax.—Subject to such rules or regulations as the Secre- 
tary or his delegate may prescribe, the Secretary or his delegate may issue a 
certificate of discharge of any or all of the property subject to any lien imposed 
by section 6324 if the Secretary or his delegate finds that the liability secured 
by such lien has been fully satisfied or provided for.” 

(3) by striking out the word “partial” where it appears in the heading 
and text of subsection (d) (as redesignated by paragraph (2) ). 
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SEC. 66. CORRECTION OF REFERENCES TO UNITED STATES 
ATTORNEYS. 

Sections 63388 (c) (relating to deeds for real property purchased by the United 
States), 7824 (8) (relating to special disposition of perishable goods), 7325 (3) 
(relating to personal property valued at $1,000 or less), and 7422 (f) (2) (cross 
reference) are each amended by striking out the word “district” each place it 
appears in the phrases “United States district attorney” and “United States 
district attorneys”’. 

SEC. 67. CONVEYANCE OF TITLE. 

The heading to section 6339 (b) (2) (relating to conveyance of title) is amend- 
ed by striking out “or” the first place it appears and inserting in lieu thereof 
“as”, 

SEC. 68. REQUEST FOR PROMPT ASSESSMENT. 

(a) SUBSECTION REFERENCES.—The first sentence of section 6501 (d) (relating 
to request for prompt assessment) is amended by striking out “subsection (c),” 
and inserting in lieu thereof “subsection (c), (e), or (f),”. 

(b) CorpPoRATIONS.—The second sentence of section 6501 (d) (relating to re- 
quest for prompt assessment) is amended to read as follows: “This subsection 
shall not apply in the case of a corporation unless— 

“(1) (A) such written request notifies the Secretary or his delegate that 
the corporation contemplates dissolution at or before the expiration of such 
18-month period, (B) the dissolution is in good faith begun before the ex- 
piration of such 18-month period, and (C) the dissolution is completed ; 

‘(2) (A) such written request notifies the Secretary or his delegate that 
the dissolution has in good faith been begun, and (B) the dissolution is com- 
pleted ; or 

“(3) the dissolution has been completed at the time such written request 
is made.” 


SEC. 69. LIMITATIONS ON ASSESSMENT AND COLLECTION. 

(a) ExEMpT ORGANIZATIONS.—Section 6501 (g) (2) (relating to returns as 
exempt organizations) is amended by striking out “corporation” each place 
it appears and inserting in lieu thereof “organization”. 

(b) Net OPERATING Loss CARRYBACKS.—Section 6501 (relating to limitations 
on assessment and collection) is amended by relettering subsection (h) as sub- 
section (i) and by inserting after subsection (g) the following new subsection: 

“(h) Net OPERATING Loss CARRYBACKS.—In the case of a deficiency attribut- 
able to the application to the taxpayer of a net operating loss carryback (includ- 
ing deficiencies which may be assessed pursuant to the provisions of section 6213 
(b) (2)), such deficiency may be assessed at any time before the expiration of 
the period within which a deficiency for the taxable year of the net operating loss 
which results in such carryback may be assessed.” 


SEC. 70. LIMITATIONS ON CREDIT OR REFUND. 


(a) PERIOD FoR Firing CLAIM.—The first sentence of section 6511 (a) (relating 
to period of limitation for filing claim for credit or refund) is amended to read 
as follows: “Claim for credit or refund of an overpayment of any tax imposed 
by this title in respect of which tax the taxpayer is required to file a return shall 
be filed by the taxpayer within 3 years from the time the return was filed or 2 
years from the time the tax was paid, whichever of such periods expires the later, 
or if no return was filed by the taxpayer, within 2 years from the time the tax 
was paid.” 

(b) Limit oN AMOUNT OF CREDIT OR REFUND.—The heading and the first sen- 
tence of subparagraph (A) of section 6511 (b) (2) (relating to limit on amount 
of credit or refund) are amended to read as follows: 

“(A) LIMIT WHERE CLAIM FILED WITHIN 3-YEAR PERIOD.—If the claim 
was filed by the taxpayer during the 3-year period prescribed in sub- 
section (a), the amount of the credit or refund shall not exceed the 
portion of the tax paid within the period, immediately preceding the 
filing of the claim, equal to 3 years plus the period of any extension 
of time for filing the return.” 

(c) CorrecTION or Heaprne.—The heading of section 6511 (b) (2) (B) is 
amended to read as follows: 

“(B) Limir WHERE CLAIM NOT FILED WITHIN 3-YEAR PERIOD.—’’. 

(d) Ner Operating Loss Carrypacks.—The first sentence of section 6511 (d) 
(2) (A) (relating to special period of limitation for credit or refund in case 
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of net operating loss carrybacks) is amended by striking out “15th day of the 
39th month” and inserting in lieu thereof “15th day of the 40th month (or 39th 
month, in the case of a corporation)”. 


SEC. 71. CORRELATION OF INTEREST WHERE OVERPAYMENT OF TAX 
IS CREDITED AGAINST UNDERPAYMENT OF TAX. 

(a) INTEREST ON UNDERPAYMENT SATISFIED BY CREDIT.— 

(1) UNDERPAYMENT UNDER 1954 copE.—Section 6601 (relating to interest 
on underpayments, etc.) is amended by redesignating subsections (g) and 
(h) as subsections (i) and (j), and by inserting after subsection (f) the 
following new subsection : 

“(g) SATISFACTION BY CreEDITS.—If any portion of a tax is satisfied by 
credit of an overpayment, then no interest shall be imposed under this section 
on the portion of the tax so satisfied for any period during which, if the credit 
had not been made, interest would have been allowable with respect to such 
overpayment.” 

(2) UNDERPAYMENT UNDER 1939 CopE.—Section 3794 of the Internal 
Revenue Code of 1939 (relating to interest on delinquent taxes) is amended 
by inserting “(a) General Rule.—” before “Notwithstanding,” and by 
adding at the end of such section the following new subsection: 

“(b) InTeREst Nor IMPOSED ON CERTAIN UNDERPAYMENTS.—If any portion 
of any tax due from the taxpayer under any provision of this title is satisfied 
by credit of an overpayment, then no interest shall be imposed on the portion 
of the tax so satisfied for any period during which, if the credit had not been 
made, interest would have been allowable with respect to such overpayment.” 

(b) INTEREST ON OVERPAYMENTS CREDITED AGAINST UNDERPAYMENT.—Paragraph 
(1) of section 6611 (b) of the Internal Revenue Code of 1954 (relating to period 
for computation of interest on overpayments credited against other taxes), 
and paragraph (1) of section 3771 (b) of the Internal Revenue Code of 1939, 
are each amended to read as follows: 

“(1) Creprrs.—In the case of a credit, from the date of the overpayment 
to the due date of the amount against which the credit is taken.” 

(c) TecHNICAL AMENDMENT.—Subsection (c) of section 6611 (relating to 
interest on overpayments) is hereby repealed. 

(d) Errective Datrre.—The amendments made by subsections (a), (b), and 
(c) shall apply only in respect of overpayments credited after the date of enact- 
ment of this Act. 

(e) INTEREST ATTRIBUTABLE TO NET OPERATING LOSS CARRYBACK FOR CERTAIN 
TAXABLE YEARS ENDING IN 1954.—If by reason of enactment of section 172 (b) 
(1) (A) of the Internal Revenue Code of 1954— 

(1) a deficiency resulted for the first taxable year preceding a taxable 
year ending after December 31, 1958, and before August 17, 1954, and 

(2) an overpayment resulted for the second preceding taxable year, 

no interest shall be payable with respect to any portion of such deficiency for any 
period during which there existed a corresponding amount of such overpayment 
with respect to which interest is not payable. 


SEC. 72. INTEREST ON UNDERPAYMENTS. 


(a) LIMTtTATION ON ASSESSMENT AND COLLEcTION.—Section 6601 (relating to 
interest on underpayments of tax) is amended by inserting after subsection (g) 
(added by section 71) the following new subsection : 

“(h) LIMITATION ON ASSESSMENT AND COLLECTION.—Interest prescribed under 
this section on any tax may be assessed and collected at any time during the 
period within which the tax to which such interest relates may be collected.” 

(b) Cross REFERENCE.—Section 6504 (cross references) is amended by adding 
at the end thereof the following : 

“(15) Assessment and collection of interest, see section 6601 (h).” 


SEC. 73. FAILURE TO FILE CERTAIN INFORMATION RETURNS. 

Subsection (a) of section 6652 (relating to failure to file certain information 
returns) is amended to read as follows: 

“(9) ApDITIONAL AMOUNT.—In case of each failure to file a statement of a pay- 
ment to another person, required under authority of section 6041 (relating to in- 
formation at source), section 6042 (1) (relating to payments of corporate 
dividends), section 6044 (relating at patronage dividends), or section 6051 (d) 
(relating to information returns with respect to income tax withheld), on the 
date prescribed therefor (determined with regard to any extension of time for 
filing), unless it is shown that such failure is due to reasonable cause and not 
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to willful neglect, there shall be paid (upon notice and demand by the Secre- 
tary or his delegate and in the same manner as tax), by the person failing to 
so file the stutement, $1 for each such statement not so filed, but the total amount 
imposed on the delinquent person for all such failures during any calendar year 
shall not exceed $1,000.” 


SEC. 74. DEFINITION OF UNDERPAYMENT. 


Section 6653 (c) (1) (relating to definition of underpayment) is amended by 
inserting ‘“‘on or’ after “such return was filed’. 


SEC. 75. TERMINATION OF TAXABLE YEAR IN CASE OF DEPARTING 
ALIENS. 


Subsection (d) of section 6851 (relating to departure of alien) is amended to 
read as follows: 

“(d) DEPARTURE OF ALIEN.—Subject to such exceptions as may, by regulations, 
be prescribed by the Secretary or his delegate— 

“(1) No alien shall depart from the United States unless he first procures 
from the Secretary or his delegate a certificate that he has complied with all 
the obligations imposed upon him by the income tax laws. 

(2) Payment of taxes shall not be enforced by any proceedings under the 
provisions of this section prior to the expiration of the time otherwise allowed 
for paying such taxes if, in the case of an alien about to depart from the 
United States, the Secretary or his delegate determines that the collection 
of the tax will not be jeopardized by the departure of the alien.” 


SEC. 76. BANKRUPTCY AND RECEIVERSHIP PROCEEDINGS. 


(a) IMMEDIATE ASSESSMENT.—Section 6871 (a) (relating to immediate assess- 
ment in bankruptcy and receivership proceedings) is amended by striking out 
“the approval of a petition of, or against, any taxpayer” and inserting in lieu 
thereof the following: “the filing or (where approval is required by the Bank- 
ruptcy Act) the approval of a petition of, or the approval of a petition against, 
any taxpayer”. 

(b) CLaim FILeEp DESPITE PENDENCY OF TAx Court PROCEEDINGS.—Section 
6871 (b) (relating to claim filed despite pendency of Tax Court proceedings) is 
amended by striking out “approval of the petition” and inserting in lieu thereof 
“the filing or (where approval is required by the Bankruptcy Act) the approval 
of a petition of, or the approval of a petition against, any taxpayer”. 

SEC. 77. USE OF CERTIFIED MAIL. 

(a) TIMELY MAILING TREATED AS TIMELY FILING.—Section 7502 (c) (relating 
to the timely mailing of registered mail being treated as timely filing) is amended 
to read as follows: 

““(c@) REGISTERED AND CERTIFIED MAIL.— 

‘‘(1) REGISTERED MAIL.—If any such claim, statement, or other document 
is sent by United States registered mail, such registration shall be prima 
facie evidence that the claim, statement, or other document was delivered 
to the agency, office, or officer to which addressed, and the date of registra- 
tion shall be deemed the postmark date. 

“(2) CERTIFIED MAIL.—The Secretary or his delegate is authorized to 
provide by regulations the extent to which the provisions of paragraph (1) 
of this subsection with respect to prima facie evidence of delivery and the 
postmark date shall apply to certified mail.” 

(b) OTHER PROVISIONS OF 1954 CopE.—Section 167 (d) (relating to agreement 
as to useful life on which depreciation rate is based), 534 (b) (relating to 
notification by Secretary), 6164 (d) (2) (relating to period of extension of time 
for payment of taxes by corporations expecting carrybacks), 6212 (a) (relating 
to notice of deficiency), 6212 (b) (2) (relating to address for notice of deficiency 
in the case of a joint income tax return), 6532 (a) (1) (relating to periods of 
limitation on suits by taxpayers for refunds), 6532 (a) (4) (relating to recon- 
sideration after mailing of notice), and 7455 (relating to service of process) are 
each amended by striking out “registered mail” each place it appears and insert- 
ing in lieu thereof “certified mail or registered mail’. 

(c) PROVISIONS OF INTERNAL REVENUE CopE oF 1939.—In applying any provision 
of the Internal Revenue Code of 1939 which requires, or provides for, the use of 
registered mail, the reference to registered mail shall be treated as including a 
reference to certified mail. 

(d) Errective Date.—This section shall apply only if the mailing occurs after 
the date of the enactment of this Act. 
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SEC. 78. REPRODUCTION OF RETURNS AND OTHER DOCUMENTS. 


(a) AUTHORIZATION.—Chapter 77 (miscellaneous provisions) is amended by 
adding at the end theref the following new section: 


“SEC. 7512. REPRODUCTION OF RETURNS AND OTHER DOCUMENTS. 


(a) In GENERAL.—The Secretary or his delegate is authorized to have any 
Federal agency or any person process films or other photoimpressions of any 
return, document, or other matter, and make reproductions from films or photo- 
impressions of any return, document, or other matter. 

“(b) Ree@uLatTions.—The Secretary or his delegate shall prescribe regulations 
which shall provide such safeguards as in the opinion of the Secretary or his 
delegate are necessary or appropriate to protect the film, photoimpressions, and 
reproductions made therefrom, against any unauthorized use, and to protect the 
information contained therein against any unauthorized disclosure. 

“(¢e) Use or Repropuctions.—Any reproduction of any return, document, or 
other matter made in accordance with this section shall have the same legal 
status as the original; and any such reproduction shall, if properly authenticated, 
be admissible in evidence in any judicial or administrative proceeding, as if it 
were the original, whether or not the original is in existence. 

“(d) PENALTY.— 

“For penalty for violation of regulations for safeguarding against 
unauthorized use of any film or photoimpression, or reproduction made 
therefrom, and against unauthorized disclosure of information con- 
tained therein, see section 7213.” 

(b) The table of sectons for chapter 77 is amended by adding at the end thereof 
the following : 


“Sec. 7512. Reproduction of returns and other documents.” 


(c) PENALTY FOR UNAUTHORIZED USE or DiscLosure.—Section 7213 (relating 
to unauthorized disclosure of information) is amended by redesignating sub- 
section (c) as subsection (d), and by inserting after subsection (b) the follow- 
ing new subsection : 

“(c) OFFENSES RELATING TO REPRODUCTION OF DocUMENTS.—Any person who 
uses any film or photoimpression, or reproduction therefrom, or who discloses 
any information contained in any such film, photoimpression, or reproduction, 
in violation of any provision of the regulations prescribed pursuant to section 
7512 (b), shall be fined not more than $1,000, or imprisoned not more than 1 year, 
or both.” 


SEC. 79. SEALS FOR OFFICES OF TREASURY DEPARTMENT. 


(a) AuTHoriry To Prescrise Seats.—Chapter 77 (relating to miscellaneous 
provisions) is amended by adding after section 7512 (added by section 78 of 
this Act) the following new section: 


“SEC. 7513. AUTHORITY TO PRESCRIBE OR MODIFY SEALS. 


“The Secretary or his delegate is authorized to prescribe or modify seals of 
office for the district directors of internal revenue and other officers or employees 
of the Treasury Department to whom any of the functions of the Secretary shall 
have been or may be delegated. Each seal so prescribed shall contain such de- 
vice as the Secretary or his delegate may select. Each seal shall remain in the 
eustody of any officer or employee whom the Secretary or his delegate may desig- 
nate, and, in accordance with the regulations approved by the Secretary or his 
delegate, may be affixed in lieu of the seal of the Treasury Department to any 
certificate or attestation (except for material to be published in the Federal 
Register) that may be required of such officer or employee. Judicial notice shall 
be taken of any seal prescribed in accordance with this authority, a facsimile 
of which has been published in the Federal Register together with the regula- 
tions prescribing such seal and the affixation thereof.” 

(b) TrecHnicaAL AMENDMENT.—The table of sections for such chapter is 
amended by adding at the end thereof the following : 


“Sec. 7513. Authority to prescribe or modify seals.” 
SEC. 80. INCOME TAXES PAID BY LESSEE. 


(a) AMENDMENT OF 1939 Copr.—Section 22 of the Internal Revenue Code 
1939 is amended by adding after subsection (0) the following new section: 
“(p) INcoME TAxEs Parp By LESSEE CoRPORATION.—If— 
(1) A lease was entered into before January 1, 1952, 
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(2) both lessee and lessor are corporations, and 
“(3) under the lease, the lessee is obligated to pay, or to reimburse 
the lessor for, any part of the tax imposed by this chapter on the lessor 
with respect to the rentals derived by the lessor from the lessee, 
then gross income of the lessor shall not include any such payment or reim- 
bursement other than the payment or reimbursement of the tax imposed by this 
chapter on the lessor with respect to the rentals derived by the lessor from the 
lessee determined without the inclusion of any such payment or reimbursement 
in gross income, and a deduction for all such payments or reimbursements shall 
be allowed to the lessee. For purposes of this subsection, a lease shall be con- 
sidered to have been entered into before January 1, 1952, if it is a renewal or 
continuance of a lease entered into before such date and if such renewal or 
continuance was made in accordance with an option contained in the lease on 
December 31, 1951.”’. 

(b) ErrrectivE Dates, Etc.—The amendment made by subsection (a) shall apply 

with respect to taxable years beginning after December 31, 1951, to which the 
Internal Revenue Code of 1939 applies. If refund or credit of any overpayment 
resulting from the application of the amendment made by subsection (a) of this 
,section is prevented on the date of the enactment of this Act, or within 6 months 
from such date, by the operation of any law or rule of law (other than section 3761 
of the Internal Revenue Code of 1939 and section 7122 of the Internal Revenue 
Code of 1954, relating to compromises), refund or credit of such overpayment may, 
nevertheless, be made or allowed if claim therefor is filed within 6 months from 
such date. No interest shall be paid on any overpayment resulting from the appli- 
cation of the amendment made by subsection (a) of this section. 


SEC. 81. CHANGE FROM RETIREMENT TO STRAIGHT LINE METHOD 
OF COMPUTING DEPRECIATION IN CERTAIN CASES. 

(a) SHort TitLeE.—This section may be cited as the “Retirement-Straight Line 
Adjustment Act of 1958”. 

(b) MAKING oF ELEcTION.—Any taxpayer who held retirement-straight line 
property on his 1956 adjustment date may elect to have this section apply. Such 
an election shall be made at such time and in such manner as the Secretary shall 
prescribe. Any election under this section shall be irrevocable and shall apply 
to all retirement-straight line property as hereinafter provided in this section 
(including such property for periods when held by predecessors of the taxpayer). 

(c) RETIREMENT-STRAIGHT LINE PROPERTY DEFINED.—For purposes of this 
section, the term “‘retirement-straight line property” means any property of a kind 
or class with respect to which the taxpayer or a predecessor (under the terms 
and conditions prescribed for him by the Commissioner) for any taxable year 
beginning after December 31, 1940, and before January 1, 1956, changed from the 
retirement to the straight line method of computing the allowance of deductions 
for depreciation. 

(d) Basis ADJUSTMENTS AS OF 1956 ADJUSTMENT DATE.—If the taxpayer has 
made an election under this section, then in determining the adjusted basis of 
all retirement-straight line property held by the taxpayer on his 1956 adjustment 
date, in lieu of the adjustments for depreciation provided in section 1016 (a) (2) 
and (3) of the Internal Revenue Code of 1954, the following adjustments shall 
be made (effective as of his 1956 adjustment date) in respect of all periods before 
the 1956 adjustment date: 

(1) DEPRECIATION SUSTAINED BEFORE MARCH 1, 1913.—For depreciation 
sustained before March 1, 1913, on retirement-straight line property held by 
the taxpayer or a predecessor on such date for which cost was or is claimed 
as basis and which either— 

(A) RETIRED BEFORE CHANGEOVER.—WaAs retired by the taxpayer or a 
predecessor before the changeover date, but only if (i) a deduction was 
allowed in computing net income by reason of such retirement, and (ii) 
such deduction was computed on the basis of cost without adjustment 
for depreciation sustained before March 1, 1918. In the case of any such 
property retired during any taxable year beginning after December 31, 
1929, the adjustment under this subparagraph shall not exceed that por- 
tion of the amount attributable to depreciation sustained before March 1, 
1913, which resulted (by reason of the deduction so allowed) in a reduc- 
tion in taxes under the Internal Revenue Code of 1954 or prior income, 
war-profits, or excess-profits tax laws. 

(B) HELD ON CHANGEOVER DATE.—Was held by the taxpayer or a pre- 
decessor on the changeover date. This subparagraph shall not apply to 
property to which paragraph (2) applies. 
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The adjustment determined under this paragraph shall be allocated (in the 
manner prescribed by the Secretary) among all retirement-straight line prop- 
erty held by the taxpayer on his 1956 adjustment date. 

(2) PROPERTY DISPOSED OF AFTER CHANGEOVER AND BEFORE 1956 ADJUSTMENT 
pDATE.—For that portion of the reserve prescribed by the Commissioner in 
connection with the changeover which was applicable to property— 

(A) sold, or 

(B) with respect to which a deduction was allowed for Federal in- 
come tax purposes by reason of casualty or “abnormal” retirement in 
the nature of special obsolescence, 

if such sale occurred in, or such deduction was allowed for, a period on or 
after the changeover date and before the taxpayer's 1956 adjustment date. 

(3) DEPRECIATION ALLOWABLE FROM CHANGEOVER TO 1956 ADJUSTMENT 
pATE.—For depreciation allowable, under the terms and conditions prescribed 
by the Commissioner in connection with the changeover, for all periods on 
and after the changeover date and before the taxpayer’s 1956 adjustment 
date. 

This subsection shall apply only with respect to taxable years beginning after 
December 31, 1955. 

(e) Errect ON PERIOD FRoM CHANGEOVER TO 1956 ADJUSTMENT Date.—lf the 
taxpayer has made an election under this section, then in determining the ad- 
justed basis of any retirement-straight line property as of any time on or after 
the changeover date and before the taxpayer’s 1956 adjustment date, in lieu 
of the adjustments for depreciation provided in section 1016 (a) (2) and (3) 
of the Internal Revenue Code of 1954 and the corresponding provisions of prior 
revenue laws, the following adjustments shall be made: 

(1) FoR PRESCRIBED RESERVE.—For the amount of the reserve prescribed 
by the Commissioner in connection with the changeover. 

(2) FoR ALLOWABLE DEPRECIATION.—For the depreciation allowable under 
the terms and conditions prescribed by the Commissioner in connection with 
the changeover. 

This subsection shall not apply in determining adjusted basis for purposes of 
section 437 (c) of the Internal Revenue Code of 1939. This subsection shall apply 
only with respect to taxable years beginning on or after the changeover date 
and before the taxpayer’s 1956 adjustment date. 

(f) Equity INVESTED CAPITAL, ETc.—If an election is made under this section, 
then (not withstanding the terms and conditions prescribed by the Commis- 
sioner in connection with the changeover )— 

(1) EQuIry INVESTED CAPITAL.—In determining equity invested capital 
under sections 458 and 718 of the Internal Revenue Code of 1939, accumulated 
earnings and profits as of the changeover date, and as of the beginning of 
each taxable year thereafter, shall be reduced by the depreciation sustained 
before March 1, 1913, as computed under subsection (d) (1) (B); and 

(2) DEFINITION OF EQUITY CAPITAL.—In determining the adjusted basis of 
assets for the purpose of section 437 (c) of the Internal Revenue Code of 
19389 (and in addition to any other adjustments required by such Code), 
the basis shall be reduced by depreciation sustained before March 1, 1913 
(as computed under subsection (d)), together with any depreciation al- 
lowable under subsection (e) (2) for any period before the year for which 
the excess profits credit is being computed. 

(g) Derrntr1ions.—For purposes of this section— 

(1) Deprectation.—The term “depreciation” means exhaustion, wear 
and tear, and obsolescence. 

(2) CHANGEOVER.—The term “changeover” means a change from the re- 
tirement to the straight line method of computing the allowance of deductions 
for depreciation. 

(3) CHANGEOVER DATE.—The term “changeover date” means the first day 
of the first taxable year for which the changeover was effective. 

(4) 1956 ApsusTMENT DATE.—The term “1956 adjustment date” means, 
in the case of any taxpayer, the first day of his first taxable year beginning 
after December 31, 1955. 

(5) Prepecessor.—The term “predecessor” means any person from whom 
property of a kind or class to which this section refers was acquired, if the 
basis of such property is determined by reference to its basis in the hands 
of such person. Where a series of transfers of property has occurred 
and where in each instance the basis of the property was determined by 
reference to its basis in the hands of the prior holder, the term includes 
each such prior holder. 
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(6) The term “Secretary” means the Secretary of the Treasury or his 
delegate. 

(7) The term “Commissioner” means the Commissioner of Internal 
Revenue. 

SEC. 82. AMENDMENTS TO 1954 CODE WITH RESPECT TO PROPERTY 
ACQUIRED FROM RETIREMENT METHOD CORPORATION. 

(a) GENERAL RULE.—Section 372 of the Internal Revenue Code of 1954 
(relating to basis in connection with certain receivership and bankruptcy 
proceedings) is amended by redesignating subsection (b) as subsection (¢c) and 
by inserting after subsection (a) the following new subsection : 

“(b) ADJUSTMENT FOR D&EPRECIATION SUSTAINED BerorE Marcu 1, 1913, In 
CERTAIN CASES OF PROPERTY ACQUIRED FROM RETIREMENT METHOD CORPORA- 
TIONS.— 

“(1) IN GENERAL.—If the taxpayer has acquired property in a trans- 
action described in section 378 (b) or 374 (b), and if any such property 
constitutes retirement-straight line property, then, in determining the ad- 
justed basis of all retirement-straight line property held by the taxpayer 
on his adjustment date, adjustment shall be made (in lieu of the adjust- 
ment provided in section 1016 (a) (8) (A)) for depreciation sustained 
before March 1, 1918, on retirement-straight line property which was held 
on such date for which cost was or is claimed as basis, and which either— 

“(A) RETIRED BEFORE ACQUISITION BY TAXPAYER.—Was retired before 
the acquisition of the retirement-straight line property by the taxpayer, 
but only if a deduction was allowed in computing net income by reason 
of such retirement, and such deduction was computed on the basis of cost 
without adjustment for depreciation sustained before March 1, 1913. 
In the case of any such property retired during any taxable year be- 
ginning after December 31, 1929, the adjustment under this subpara- 
graph shall not exceed that portion of the amount attributable to 
depreciation sustained before March 1, 1913, which resulted (by reason 
of the deduction so allowed) in a reduction in taxes under the Internal 
Revenue Code of 1954 or prior income, war-profits, or excess-profits 
tax laws. 

“(B) ACQUIRED BY TAXPAYER.—Was acquired by the taxpayer. 

The adjustment determined under this paragraph shall be allocated (in the 
manner prescribed by the Secretary or his delegate) among all retirement- 
straight line property held by the taxpayer on his adjustment date. Such 
adjustment shall apply to all periods on and after the adjustment date. 

(2) RETIREMENT-STRAIGHT LINE PROPERTY DEFINED.—For purposes of this 
subsection, the term ‘retirement-straight line property’ means any property 
of a kind or class with respect to which (A) the corporation transferring 
such property to the taxpayer was using (at the time of transfer) the retire- 
ment method of computing the allowance of deductions for depreciation, 
and (B) the acquiring corporation has adopted any other method of com- 
puting such allowance. 

“(3) OTHER DEFINITIONS.—For purposes of this subsection : 

(A) DeEpRECIATION.—The term ‘depreciation’ means exhaustion, wear 
and tear, and obsolescence. 

“(B) ADJUSTMENT DATE.—In the case of any kind or class of property, 
the term ‘adjustment date’ means whichever of the following is the later: 

“(i) the first day of the taxpayer’s first taxable year beginning 
after December 31, 1955, or 

“(ii) the first day of the first taxable year in which the taxpayer 
uses a method of computing the allowance of deductions for depre- 
ciation other than the retirement method.” 

(b) Errective Datr.—The amendments made by subsection (a) shall apply 
only to taxable years beginning after December 31, 1955. 

Passed the House of Representatives January 28, 1958. 

Attest: 

RALPH R. Roserts, Clerk. 
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Senator Kerr. Our first witness is Mr. Dan Throop Smith, Deputy 
to the Secretary of the Treasury, Please proceed Mr. Smith. 


STATEMENT OF DAN THROOP SMITH, DEPUTY TO THE SECRETARY 
OF THE TREASURY 


Mr. Smiru. Thank you, Senator Kerr. 

I have a prepared statement which has been distributed to the mem- 
bers of the committee. It consists of eight pages with an exhibit. If 
it pleases the committee I should like to go through the eight-page 
statement and deal with such additional things in the exhibit as may 
come up with the questioning. 

I do not propose unless it is desired to read the entire material in- 
cluding the exhibit. 

Senator Kerr. All right. 

Mr. Smirn. I appreciate the opportunity to appear before this com- 
mittee for the Treasury Department in support of H. R. 8381. We 
regard this as very important legislation. As the President stated in 
his budget message : 

e shall continue our efforts to assure that no one can avoid paying his fair 
share of the country’s total high tax burden. Pending legislation (TH. R. 8381) 
which was developed jointly by the Treasury Department and the House Com- 
mittee on Ways and Means to remove unintended tax benefits and hardships, 
should be enacted with a few modifications. The Treasury Department will con- 
tinue to review the operation of the tax laws and make recommendations for such 
additional changes as are needed to close loopholes. 

This bill is the result of close collaboration between the Ways and 
Means Committee and the Treasury Department. The Treasury De- 
partment staffs had the opportunity to work very closely with the staff 
of the Joint Committee on Internal Revenue Taxation in preparing 
original recommendations to the Ways and Means Committee which 
were made in a joint release on November 7, 1956. Previously, recom- 
mendations for clerical and minor technical changes had been devel- 
oped jointly. 

The recommended changes were the subject of hearings—— 

Senator Matonr. Could I ask one question at this point? 

How do these gimmicks get into the tax bill to start with? Doesn’t 
the Treasury study them before they bring them up here? 

Mr. Smirx. I would say very Soi Senator Malone, they are 
provisions—they are gimmicks, to use your word, which have been 
developed by certain tax specialists to bring within the letter of the 
law rather abnormal and artificial transactions which had not been 
thought of previously. 

As a matter of fact, I make this point later on in my prepared state- 
ment. Almost all of these were provisions that were carried over from 
the 1939 code, as I indicate in my statement, substantially intact, when 
the 1954 code was enacted. 

Senator Martone. Now, the 1954 code had a great many pages in it. 
This one has nearly 100 pages. 

Mr. Smirn. Yes. 

Senator Martone. How can you write a bill that long, 100 pages, 
without including some gimmicks? How do we know there are not 
a bunch of gimmicks in this one? 

Mr. Suirn. Well, since the principal purpose of this bill is to re- 
move gimmicks that we now know exist — 
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Senator Matone. Don’t you know that when you write a bill? 
Can’t you write a bill that is on principle and not set out special cases 4 

Mr. Sarru. I am afraid the experience over the last—w hat is it now, 
45 years!—has indicated that the ingenuity of taxpayers and their 
advisors is such that under any law ways will be found to circumvent 
the intent but not the ae of the law. 

Senator Martone. I don’t know whether that is it or whether it is 
laxness on the part of the Treasury, and maybe a gentle treatment of 
certain types of cases by the experts in your Treasury and before our 
committees. 

Mr. Smira. Well, I can speak only for the last 514 years, and I can 
say very emphatically that in that period of time there has been no 
conscious or intentional laxness, and I presume and I have every rez 
son to think that that has been the attitude of the Treasury indefinitely. 

Senator Matonr. Then it is just lack of understanding of how to 
write a bill? 

Mr. Smirn. No, I would not be willing to accept that as a state- 
ment, Senator. 

Senator Matone. I know you would not, but we continually have 
this happen. You know that none of us here can analyze 100 pages 
in 2 days. You have to trust somebody, and those we can trust are 
getting scarcer and scarcer around here and in the departments. 

Go ahead. 

Senator Kerr. Very well. 

Mr. Smirn. Let me start the paragraph which I was reading. 

The recommended changes were the subject of hearings held by the 
Subcommittee on Internal Revenue Taxation of the Ways and Means 
Committee in November 1956. The bill was later reviewed and modi- 
fied by the Ways and Means Committee in executive sessions extending 
over a considerable period of time. 

Most of the unintended benefits for which the Treasury Depart- 
ment recommended corrections arose under the provisions of the 1939 
code which had been carried over substantially intact into the 1954 
code. A few of them were new problems. 

The Treasury Department strongly indorses this bill, with the ex- 
ception of one section to which I “shall refer later. I wish to em- 
phasize here that though this bill does not have a significant immediate 
revenue effect, it seems to us to be of very great importance in main- 
taining the fairness of the tax system. 

As Secretary Anderson indicated in his recent statement before 
the Ways and Means Committee, loopholes and unintended benefits, 
as well as instances of hardship on taxpayers, are always a matter of 
concern; they are particularly serious when tax rates are at high levels. 
To maintain respect for our voluntary tax systems, we must maintain 
fairness and equality in applying the tax burden. 

Because of studies still in process by the Committee on Ways and 
Means, the bill does not deal with three very complex areas; namely, 
the taxation of corporate distributions and adjustments, the income 
taxation of estates and trusts, and the tax treatment of partners and 
partnerships. Advisory groups of distinguished private citizens who 
are especially qualified in these fields have submitted comprehensive 
reports for study by the Ways and Means Committee. The Treasury 
Department has given its wholehearted cooperation to these advisory 
groups, whose work will be of great assistance in the formulation of 
appropriate revisions in the tax areas mentioned. 
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As the report of the Ways and Means Committee has indicated, it is 
not feasible to provide detailed revenue estimates for this bill. While 
it is not a revenue-raising measure, as such, the general effect of the 
bill will be to strengthen the revenue system. An important aspect 
of this legislation is its preventive function in blocking the growth and 
spread of known tax avoidance devices which, even where they do 
not result in substantial revenue losses at present, threaten more wide- 
spread abuse and loss of tax receipts in the future. 

More than half of the 82 provisions of H. R. 8381 represent technical 
adjustments. Of the remaining more substantive provisions of the 
bill, some two-thirds close loopholes or foreclose unintended benefits in 
the present law. The balance of its provisions relate generally to the 
removal of hardships. 

The provisions which deal with unintended benefits are as follows: 

Section 2 of the bill removes several areas of inequality in the appli- 
cation of the retirement income credit as between community-property 
and noncommunity-property States. A more detailed explanation of 
this and other specific sections of the bill is presented in an exhibit 
accompanying this statement. 

Section 3 closes a loophole whereby certain dealers in certain tax- 
exempt securities have been deducting artificial tax losses by taking 
advantage of special rules for the write-off of premiums on these securi- 
ties. 

Section 4 removes an exemption which permits police officials to 
exclude a subsistence allowance of up to $5 a day from their taxable 
income. 

Section 5 stops certain abuses of the dependency allowance. 

Section 9 makes it impossible to obtain what is in effect a double 
charitable contribution deduction where the taxpayer sets up a chari- 
table trust with a reversionary interest to a close relative. 

Section 10 eliminates a possible double deduction for the same 
amount due to the interplay of the 2-year charitable contribution 
carryover and the net operating loss carryovers. 

Section 11 makes it impossible to claim a double deduction for both 
interest and a charitable contribution in certain transactions where 
property is donated to charity subject to indebtedness. 

Section 12 further tightens the 1954 code provisions denying un- 
justified tax deductions for premiums on short-call bonds. 

Section 14 curbs tax avoidance in connection with unrealistic tax 
writeoffs for improvements on leased property where there is a lease 
renewal feature. 

Section 16 deals with abuses involving purely tax-inspired corpo- 
rate transactions in stock around dividend dates. 

Section 19 is directed at practices whereby certain tax-exempt insti- 
tutions have been paying tax-deferred compensation to part-time em- 
ployees in the form of retirement annuities. 

Section 22 deals with unwarranted tax advantages in connection 
with the use of variable price employees’ restricted stock options. 

Section 23 checks tax avoidance by means of tax-free transfers of 
installment obligations to controlled life insurance companies. 

Section 24 prevents the omission from taxable income of certain 
proper transitional adjustments where a change of accounting method 
is initiated by the taxpayer. 
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Section 34 prevents a tax-avoidance device whereby security dealers 
and others have been able to claim artificial tax losses on transactions 
in the stock of regulated investment companies around the time of 
distributing a capital gain dividend. 

Section 41 eliminates the possibility of obtaining unjustified tax- 
postponement treatment under the involntary conversion provisions 
on what are essentially voluntary transactions in broadcasting prop- 
erties. 

Section 42 deals with arrangements designed to convert ordinary in- 
terest to investors into capital gains through the redemption of bonds 
issued at an artificially large discount. 

Section 43 further tightens present-law provisions dealing with de- 
vices to transform ordinary income into capital gains through the 
creation of artificial discounts on detached-coupon “bonds. 

Section 44 provides certain adjustments in the short sale provisions 
to check conversion of short-term into long-term capital gains by se- 
curity dealers on their investment accounts. 

Section 46 restricts the provisions for capital gain treatment on sales 
of patents to exclude cases where the inventor sells his patent rights to 
a corporation in which he has a substantial interest. 

Section 51 terminates now obsolete World War I provisions limiting 
the tax on amounts received from long-standing claims against the 
United States in connection with property acquisitions by the Gov- 
ernment. 

Section 52 repeals the present provision allowing certain proprietor- 
ships and partnerships the option to be taxed as corporations. 

And I would like to interrupt my prepared statement here to indi- 
eate that this particular repeal was not a recommendation of the 
Treasury Department. The Treasury Department recommendation 
was for an extension of the time during which the option granted 
under the 1954 code could be exercised, an extension of the time until 
the regulations are made final so that the individual concerns electing 
the option will know precisely where they stand. 

Senator WinxraMs. Is that the section as to which the Treasury De- 
partment has issued no regulations whereby it could be operated ? 

Mr. Smite. That is correct, Senator Williams. 

Senator Wirxt1ams. And there has been nothing done under that 
section up to this time? 

Mr. Smirn. That is correct. The action of the House was consistent 
with the action taken in 1954, when, as the members of this committee, 
IT am sure, will recall, the Internal Revenue Code came over to the 
Senate, there was no provision for either of the options as to whether 
a partnership was to be taxed as corporation or a corporation taxed as a 
partnership. 

In the Senate the 2 provisions were put in, and in the conference 
committee 1 of the options was maintained, the 1 which it is now 
proposed to repeal, the other 1 was dropped. 

Nevertheless, it was the Treasury Department’s feeling at the time 
and it has been its feeling since that the option which was dropped 
was the more significant and useful one; that is, the option for certain 
corporations to be taxed as partnerships. 

We were perfectly agreeable to this in 1954 as part of a consistent 
pattern to give an option both ways. We do not object to its repeal at 
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the present time. But in doing so we want to make it clear here, as we 
did in the House Ways and Means Committee, that this is without 
prejudice to the recommendation of the other option, the option of 
small corporations, certain small corporations, to be taxed as 
partnerships. 

Senator Kerr. Don’t you think really that as a matter of effective 
administration that a corporation should be taxed as a corporation 
and a partnership should be taxed asa partnership ? 

Mr. Smirn. That, as a general proposition, is certainly an ap- 
pealing one. I cannot disagree in general. However, one of the two 
options, the one that was not adopted in 1954, has been advocated by 
many people who are experts in the field of small business. And 
we are sympathetic, as a part of a small business tax relief program, 
to the other option which, in fact, was recommended by the Cabinet 
Committee on Small Business and was reendorsed by Secretary An- 
derson in an appearance before the Ways and Means Committee. 

But that is because of other major, you might say, overriding con- 
siderations. 

Senator Kerr. Very well. 

Mr. Smirn. Section 60 requires better reporting of income earned 
abroad to prevent abuse and confusion over the scope of the special 
treatment of such income. 

Section 63 provides greater availability for public inspection of in- 
formation filed with the Government by tax-exempt organizations. 

Provisions of the bill which remove hardships or otherwise bene- 
fit taxpayers are as follows: 

Section 6 permits residents of certain communities surrounding 
Government Atomic Energy installations to deduct the payments 
they make to the Atomic Energy Commission for municipal services 
in lieu of real-estate taxes. 

Section 13 provides for a more equitable proportioning of the 1954 
and 1939 code rules for the computation of net operating loss deduc- 
tions in the case of losses carried to or through certain 1953-54 fiscal 
years, 

Section 25 provides for clear and objective application of the 
prohibited transactions rules with reasonable qualifying conditions 
where a pension trust invests in debenture issues of the employer cor- 
poration. 

Section 31 provides more equal treatment of fiscal year and calendar 
year taxpayers in certain situations by permitting the fiscal year tax- 
payer to apply the percentage depletion provisions of the 1954 code 
to that portion of the fiscal year 1953-54 which falls in the calendar 
year 1954. 

Section 32 provides that the taxpayer may choose between the 1954 
code and the 1939 code rules for defining a mining property for pur- 
poses of the percentage depletion allowances applicable to coal and 
other mineral resources. 

Section 53 extends the period of limitation for filing claim for credit 
against the Federal estate tax for death taxes paid to the States, where 
there was litigation and consequent delay in the final determination of 
the State tax liability. 

Section 54 permits the Treasury in certain hardship cases to extend 
the present periods for postponement of payment of Federal estate 
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tax on reversionary or remainder interests and for the claiming of 
credit for State and foreign death taxes in such situations. 

Section 56 relieves employees of possible gift tax liability on the 
mere designation of a survivor beneficiary in a qualified pension plan, 
to the extent the benefit is attributable to employer contributions. 

Section 71 provides for better correlation of interest on overpay- 
ments and underpayments of tax so as to eliminate erratic differences 
which may arise under present law where, even though underpayments 
and overpayments offset each other, the Internal Revenue Service is re- 
quired toc ollec t more interest than it pays, or vice versa. 

Section 75 provides greater flexibility in the requirement for tax 
compliance certificates by departing aliens. This will permit certain 
reasonable exceptions to the certification and tax bonding provisions 
where the collection of the tax will not be jeopardized. 

Section 80 fills a gap between pre-1952 rules and the 1954 code to 
provide relief from tax pyramiding where the lessee pays the lessor’s 
taxes under certain tax-paid rental contracts. 

I shall not attempt to enumerate here the technical provisions of the 
bill. These technical adjustments include the correction of inadvertent 
errors in the statute, the removal of inconsistencies and ambigu- 
ities, and the clarification of situations where the technical language 
of the law does not carry out the clear intention of the Congress as 
expressed in the committee reports. These provisions are listed with 
a brief explanation in the attached exhibit, to which I have previously 
referred. 

The Treasury Department renews its recommendations for two 
changes in the code which were contained in its original recommenda- 
tions but are not included in the bill before you. These relate to the 
premium payment test for life insurance under the estate tax and the 
so-called bank-loan plan of life insurance. 

Prior to the 1954 code life insurance proceeds were included in 
decedents’ estates to the auteut they had paid the premiums, even 
though they had given away all of the incidents of ownership before 
death.. The yareneirg payment test was removed in the 1954 code in 
an attempt to correct a discrimination against life insurance proceeds 
as compared with other types of property under the estate tax. The 
Treasury objected to the complete removal of the premium payment 
test. before this committee in 1954, on the grounds that it went too far 
and introduced a new discrimination, this time in favor of life insur- 
ance. 

The Ways and Means Committee recognized the existence of this 
problem and provided for a partial restoration of the premium pay- 
ment test in its original bill. This provision was thought by many 
to be inadequate. It was removed by a committee amendment in the 
House. It was stated that this would leave an opportunity to develop 
a satisfactory solution. 

We urge your committee to consider the approach which the 
Treasury previously suggested of including in a decedent’s estate the 
difference between the proceeds received upon death and the cash 
surrender value of the policy at the time of death. We believe that 
such a solution would place life insurance on essentially the same 
basis as other property for purposes of estate-tax treatment. 

Senator Gore. May I ask a question ? 
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Senator Kerr. Yes. 

Senator Gore. But the present provision of the law, you will agree, 
is discriminatory in favor of life insurance policies ? 

Mr. Smrrn. That belief is the basis of our recommendation; yes, 
Senator Gore. 

Senator Gore. Under the present provisions it is possible, is it not, 
for people with sufficient means to pay large premiums to pass on 
large estates completely free of either gift or estate taxes. 

Mr. Smrru. No; I think there would be gift taxes on the premiums. 

Senator Gorr. Not if the premiums came within the annual 
allowance. 

Mr. Surrn. Certainly not. 

Senator Gorr. And it is possible, then, to avoid gift and estate 
taxes by this method ? 

Mr. Smiru. Only to the extent that the premiums fall within the 
gift taxes exclusion. 

Senator Gore. Well, that is quite substantial as an insurance 
premium. 

Mr. Smrru. It is a question as to what is meant by large amounts. 

Senator Gore. Yes, I agree. 

At the time this provision was on the floor of the Senate in 1954, 
in the course of debate I expressed the view, which was never 
challenged, that with a wife and two children, where I am able to pay 
the monthly premiums, I could pass on an estate of $700,000 com- 
pletely free of ift or estate taxes. 

Mr. Soir. f do not have in mind specific figures, it would of course 
or ae on the type of policy. 

would like to emphasize, as I have already indicated here, that 
the position that we are now proposing is precisely the position that 
was taken by the Treasury before this committee in 1954. This is 
not an afterthought or a new thought on this subject. 

Senator Frear. What was the basis for the House not accepting 
your recommendation ? 

Mr. Sairu. I cannot speak for the other legislative body. I say 
only, Senator Frear, they did not accept it, to our regret. 

Senator Frear. It was just a question of not having enough votes? 

Mr. Smiru. I suppose that is one way of describing it. 

Senator Kerr. Let me see if I understand this, Mr. Smith. 

Under the present law a beneficiary is the owner of the life-insur- 
ance policy, and when the insured dies there is no inheritance tax, is 
that generally true? 

Mr. Sorrn. That is right. 

Senator Kerr. And under the provisions of the 1954 code, an in- 
sured, if he wants his inheritance or his inheritance-tax exemption for 
any designated beneficiary, can give such beneficiary, such person, up 
to $3,000 which under the law is free of gift tax, which beneficiary can 
then use as a premium on the life-insurance policy on the insured 
which has been designated as the property of the beneficiary, and 
thereby the insured provides the means of paying the premium, 
through gift of money equal to premium which may be then used in 
payment of premium. 

' oe Samira. The donee is a free agent to use his gift in any way he 
ikes. 
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Senator Kerr. The donee does not have to use it, he can if he wants 
to. But by the operation of that the insured prov rides the means for 
the payment of the policy premiums, the premiums on the policy, and 
then of course upon the death of the insured the face or the amount 
of the policy comes to the beneficiary free of inheritance tax—— 

Senator Frear. Regardless of the size? 

Senator Kerr. Regardless of the size—and, of course, for that to 
be implemented, the sured has to die, is that r ight ! ¢ 

Mr. Suirn. That is right, though there may be cash surrender 
values that can be collected in the meantime. 

Senator Gorr. It is pretty nice for those able to pay the premiums 
to pass along to their children something that is free of taxation. I 
would like to pass that along to my children, but I just do not happen 
to be able to pay that $6,000-a-year premium. 

Senator Kerr. Well, the Senator could do it for $1,000 a year or 
whatever the wanted to give his children. 

Senator Gore. Yes, again free of taxes. 

Senator Kerr. Does the Senator propose to change the exemption 
of the $3,000 gift from the gift tax ! 

Senator Gore. No, I propose to restore to the law the premium test 
which was repealed in 1954. 

Is that not right, Mr. Smith ? 

Mr. Smiru. That was repealed. 

Now, our proposal, Senator Gore, is not to restore that test. We 
think that earlier provisions of the law had in fact a discrimination 
against life insurance. ‘Therefore what we now propose, and what 
we did propose before this committee in 1954, is a position in between, 
such that the only amount subject to the estate tax would be the dif- 
ference between the cash surrender value of the policy and the face 
value. 

Senator Kerr. And the amount paid. 

Mr. Smiru. And the amount paid. In other words, as these pre- 
miums, year after year, are paid, they of course build up the cash 
surrender, value of the insurance policy. If it is an endowment 
policy, as it approaches maturity the cash surrender value approaches 
the face value. Our thought is that this position in between the 
present law and the pre-1954 law will put life insurance in substan- 
tially as nearly as possible, the same position as other property. The 
individual can give money now, subject to the gift tax exemption, he 
can use the money in any way he chooses. That property which is 
transferred by gift, whether in the form of a payment on a policy 
owned by a be mnefic lary other than the individual or made directly in 
cash or other property can be used by the individual receiving it to 
build up a value, and that value is not subject to the estate tax, and I 
think properly so. 

Our thought is that this proposed treatment of life insurance, would, 
I repeat, as nearly as possible put the person who receives the benefit 
of having someone else pay premiums on the policy which he owns in 
substantially the same position as though he had gotten gifts in the 
form of other property. He will get a gradual buildup. 

Senator Kerr. That is not necessar ily correct, is it? 

Mr. Smirnu. There cannot be absolute identity. 

Senator Kerr. Suppose the beneficiary takes the $3,000 given him 
and invests it, we will say, in that real estate, and that real estate en- 
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hances in value. Isn’t the proposal that you are making somewhat 
similar to one that would in effect impose inheritance tax on the in- 
creased value of an investment made by the beneficiary of that $3,000 
gift? 

Mr. Smiru. That argument has been made before. It is our opinion 
that it is not comparable. I recognize that there is a certain analogy, 
but it does not seem to us to be as close an analogy as the fact of what 
you might call the large gain to the holder of the policy arising at 
the moment of death of the person on whom the policy was issued in 
the first place. 

Senator Kerr. Do you give the donee of the annual gifts from the 
insured the benefit of any return on the gift over the years? 

Mr. Smrrn. The donee of the ordinary gift of property has the 
right to use it in any way he chooses, whether it is real estate which 
goes up in value——— 

Senator Kerr. You are going to limit him if we adopt your recom- 
mendation here, are you not ? 

Mr. Smiru. No, because this does not apply in case the cash is given 
to the donee, then he as a free agent does whatever he chooses with it. 
This applies in the case where the individual himself pays the pre- 
miums. 

Senator Kerr. Where the insured pays the premiums / 

Mr. Surry. Where the insured pays the premiums. 

Senator Frear. It can be the same dollars, peri 

Senator Kerr. Now, the insured can give up to $3,000 to the bene- 
ficiary in any form that he wants to and does not even have to make 
a report of it, does he ? 

Mr. Smiru. That is right. 

Senator Kerr. You do not even require a report. 

Mr. Suirn. The law does not require a report, and we certainly do 
not. 

Senator Kerr. But here you are saying to him that you are going 
to amend the law so as to restrict the exercise by him of the priv vilege 
he now has to make an unrestricted gift. 

Mr. Smirn. On the grounds, Senator, that it is death—— 

Senator Kerr. But regardless of what the grounds are, is that not 
the legal effect of it? 

Senator Gorr. I do not believe it is. 

Mr. Smirn. I do not believe so. 

Senator Kerr. You are saying to him that he cannot give it to him 
in the form of a premium receipt on a life-insurance policy which the 
insured has no interest in or control of. 

Mr. Smirn. We are not putting any restriction whatsoever on the 
form of the gift; we are merely limiting the estate-tax consequences of 
a gift in a particular, very peculiar form. 

Senator Kerr. And now you are advising the committee that that 
does not constitute a legal restriction on the gift ? 

Mr. Suirn. No; I think it constitutes only—this applies entirely 
to the measure of the estate of the decedent. 

Senator Kerr. Let’s start over. Under the law—and I do not believe 
you are seeking to change it—where the beneficiary is the owner of the 
policy and pays the premiums, there is no inheritance tax. 

Mr. Somiru. That is right. 
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Senator Kerr. And that is based on the recognition by the law that 
the insurance policy is a chosen action that does not ‘belong to the 
insured, it is not a part of his estate. 

Mr. Smirn. That is correct. 

Senator Kerr. He has no interest in it, he has no control over it, 
he cannot borrow any money on it, he cannot surrender it for cash-sur- 
render value, it is not his, is that correct ? 

Mr. Siru. Yes. 

Senator Kerr. Now, under the law at this time, he can give to any- 
body a gift not to exceed $3,000 in any form that he wants to, he can 
even give them an Angus bull if he wants to. 

Senator Bennerr. Could you buy one of those for $3,000? 

Senator Gore. I will sell you one. 

Senator Kerr. Or an automobile, or an amount of stock, or a check, 
so long as its market value does not exceed $3,000, and there is no gift 
tax on it. 

And this then becomes the property of the donee, and he can do what 
he wants to with it, is that correct ? 

Mr. Smiru. That is correct. 

Senator Kerr. Then I have to disagree with you, that when we fix 
it so that the donor cannot give a gift consisting of a premium receipt 
of less than $3,000 without thereby impairing the value of another 
asset that that donee at that time owns and in which the donor has 
no interest whatever. 

Mr. Smirn. You are not the only one who has disagreed with us, 
Senator, including, I take it, the majority of the House. 

Senator Kerr. I am not talking about the advisability of a change 
of the legal effect of the law. My disagreement with you is as to 
whether or not that amendment would impair a right which a tax- 
payer or a person now has. 

Mr. Smirnu. Well, to me the fact that a particular sort of gift had 
a different tax consequence under the estate tax arising at some time 
long after the gift is made is other than a direct limitation on the gift. 

Senator Kerr. Here is the insurance policy that the insured has no 
ownership in, it is no part of his estate, it is not subject to estate taxes. 
And here is the right which that insured has to give his loved one, 
whether it is his wife or his daughter or his son or his brother, up to 
$3,000 a year free of gift tax or free of income tax or any other tax. 

Yet when he exercises that right which he now has, your recom- 
mendation would impair the value of an asset which that donee now 
has. 

Mr. Smrri. Senator, our proposal would not influence the imme- 
diate value of the gift, the cash surrended value which is built up 
under the premiums, we would not impose 

Senator Kerr. That is but one element of the value of the asset. 

Mr. Smiru. That is but one element. But that element we would 
leave untouched and not subject to the estate tax. We would include 
under our proposal only that. difference between the face value and 
the cash surrender value which will be built up as an event arising— 
and this is the difference between the real estate and the Angus bull 
and all the other items that have been mentioned—as something aris- 
ing, a right coming into existence by the death of the individual who 
himself has paid the premiums on the policy. 

That seems to us a very significant distinction. 











40 TECHNICAL AMENDMENTS ACT OF 1958 


Senator Gore. Isn’t that in that instance testamentary in character ? 

Mr. Smiru. Ina sense it can be so called. 

Senator Gorge. Testamentary in character, and in this way, and by 
this device, the Treasury has suffered substantial losses in revenue 
under the estate tax. 

Now, we have been discussing the rights and practices involved in 
the payment of a premium within the range of gift tax exemption. 

Now, have you not had experience with the payment of premiums 
vastly in excess of the gift tax limitation on which gift taxes have 
been paid, thus avoiding the estate tax ? 

Mr. Smriru. Well, I presume there are such policies of this sort. 
There are also of course transfers of other property by gift in excess 
of the allowance which in turn gets property out of the estate. 

Senator Kerr. That does not avoid any estate tax now in effect, 
does it ? 

Mr. Smrrn. The general type of transfer, no, There is an option of 
giving and paying the gift tax. 

Senator Kerr. I say, that does not avoid any estate tax now in effect. 

Mr. Smiru. No. 

Senator Kerr. And if your recommendation is adopted, what it 
would amount to would be an increase in the inheritance tax. 

Mr. Smiru. That is exactly what our recommendation is, to include 
in the estate—— 

Senator Kerr. But you do not recommend the increase as to any- 
thing except this particular form of asset ? 

Mr. Smirn. That is correct, because we know of no other form of 
property under gift where a large value comes into existence at the 
moment of death. 

As to the Florida real estate, your Angus bull, and the others, it is 
transferred, the value builds up, it is in the hands of the donee, it is 
not influenced by whether the donor died or when he died. The 
distinctive characteristic of life insurance is that the value comes 
into being by the death, in this instance, of the donor of the payment 
of the premium. 

Senator Gore. And to that extent it is testamentary in character. 

Senator Kerr. It cannot be testamentary in character, Senator. 

Mr. Suirn. I am not sure what the full legal implications of that 
are, but perhaps it is the same thing, it is something that comes into 
existence by reason of the death. 

Senator Kerr. If there is a lawyer here on the staff he can answer 
that question if you want it answered ? 

Senator Gore. I would be glad to have it answered, sir. 

Senator Krrr. The implementation of the insurance policy cannot 
be testamentary in character, because it may not even have been given 
to the beneficiary by the insured. 

The beneficiary may have in the inception bought the insurance 
policy. Your wife could go down with your permission now and buy 
an insurance policy on you and use her money to pay the premium. 
And that is not testamentary in character. 

Senator Gore. I agree. But that is not the kind we are talking 
about. 

Senator Kerr. You can give your wife $3,000 a year free of tax, and 
the law does not impose upon her any restrictions as to what they can 





do 


evi 


to 
tr 


m 


r 


K 
W! 
Wi 
ne 


iy 


wi 


yc 
th 
he 


e\ 
in 


tc 


Ww 





ar? 


by 
ule 


in 


ms 
ive 


rt. 
ess 


nes 
ant 


iat 
ito 


yer 
10t 
en 


1ce 
uy 


TECHNICAL AMENDMENTS ACT OF 1958 41 


do with that money, and there is nothing testamentary involved what- 
ever. 

Senator Gorr. Not in that case, no. 

Senator Bennerr. I am not a lawyer, Mr. Chairman, but it seems 
to me in my layman’s understanding the word “testamentary” 
refers to the power of the man who is deceased to control the dis- 
tribution of the assets. 

Senator Kerr, Let’s get the dictionary, we will see what “testa- 
mentary” is. It does not hurt to refer to it once ina while. 

Senator Bennett. It is one of my favorite books. 

Senator Gore. Senator Bennett, the instances to which Senator 
Kerr has just referred were not on all four’s with the situation to 
which you refer. He was speaking of an instance in which a man’s 
wife would buy an insurance policy on her husband’s life. That would 
not be testamentary in character. 

Mr. Smiru. I should just like to note, if I may, that we have been 
impressed in the Treasury 

Senator Kerr. Let me read this while we are on the subject: 

Testamentary. Of or pertaining to a will or testament or the admission of a 
will ; bequeathed by a will; given by testament. 

There is nothing in this that is connected with a will. And there 
is nothing in this that relates to the transfer of property by decease 
or inheritance. 

Senator Bennerr. That is my understanding. 

Senator Kerr. It is an asset that belonged to the beneficiary of 
ab initio. That is a technical term meaning from the beginning. 

Mr. Smitu. Iam aware of it. 

Senator Kerr. And that which the deceased did not own cannot 
have a testamentary characteristic. 

Now, I am charging nothing for that little lecture on basic law, but 
you can find that on any treatise on the subject. 

Senator Gore. Mr. Smith, is it not testamentary in character when 
the father designates his son as his beneficiary of a policy on which 
he, the father, retains to the point of his death the right of changing 
the beneficiary ? 

Senator Kerr. That is not what we are talking about, that is not 
even affected in this discussion or this amendment or the present read- 
ing of the law. 

Senator Gore. You do not mind him answering the question ? 

Senator Kerr. Not at all. But I want him to know and the record 
to show the fact that you have now shifted and are talking about 
something else other than what we have been talking about. 

The amendment you are talking about does not refer to a policy 
with reference to which the insured can change the beneficiary. 
Does it ? 

Mr. Smirn. That is correct, it does not so apply. 

Senator Gore. All right. Explain the premium test. 

Mr. Smirn. The premium payment test has to do with policies 
where the so-called incidents of ownership have been transferred to 
someone else by gift. The incidents of ownership includes such things 
as the right to change the beneficiary. They include the right to sur- 
render the policy, I believe. 
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The individual, the insured, has no rights to do anything with the 
policy. Hh Catt h 
Now, when such a policy is given, its then value is of course subject 


to gift tax. 

Senator Kerr. At the time of the gift ? 

Mr. Smirn. At the time of the gift. 

Now, the premium payment test that existed in the pre-1954 law 
provided that even though a policy had been given away, with all 
these incidents of ownership transferred, the fact that the insured paid 
the premiums brought the entire amount of the policy into his estate. 

In 1954 that so-called test was wiped out csaiaphetaly, 

Senator Gore. Thank you. 

Mr. Smirn. And we are now proposing, as we did in 1954, that there 
be an in-between point. We recognize that the pre-1954: law dis- 
criminated against life insurance. We are impressed by the fact that 
the 1954 law in our opinion discriminates in favor of life insurance, and 
we noted, shortly after the 1954 Code was adopted, in various solici- 
tations for the purchase of life insurance, statements to the prospective 
purchaser “do you realize that you can now do things with life insur- 
ance that you can do with no other property in the way of transferring 
property to your deceased ?” 

Senator Gore. And what have been the estimated losses to the 
Treasury under this provision as compared with the revenues which 
would have accrued under the provisions of the law prior to the 
1954 act? 

Mr. Smrru. We have not been able to make any estimate on that, be- 
cause it is something that will come into effect over a rather long 
period of time. 

Senator Gore. You have no estimate at all? 

Mr. Smiru. I have no dollar figures on it, Senator. 

Senator Gore. Is it substantial ? 

Mr. Smiru. We think it is certainly appreciable—and I do not know 
whether I use “appreciable” in the same sense as you use “substantial”. 
We think it would run into tens of millions of dollars over the years. 

Senator Gore. In the case of a beneficiary who comes into the 
possession of values by means of a will, and in the case of a beneficiary 
who comes into possession of values accruing to him as a result of the 
death of the insured, what are the essential differences ? 

Mr. Smiru. The estate-tax law provides that dispositions which take 
effect at death are included in the estate tax, even though it is not sub- 
ject to will or transferred by will. That, we think, is a precedent, a sig- 
nificant analogy in the present law which reasonably can be applied to 
this difference between the cash surrender value and the face value of 
insurance policies. 

Senator Gore. Then do I correctly understand your recommenda- 
tion to be that you wish treated for purposes of estate taxes the values 
which accrue as a result of the death over and above the surrender 
values prior to death ? 

Mr. Smiru. That is it exactly, Senator. 

Senator Gore. And is it your view that, to the extent that the values 
accruing as a result of death are over and beyond the surrender value 
prior to death, they are in essence testamentary in character? 

Mr. Smrrn. As a nonlawyer I am not willing to use a word that ap- 
parently has legal significance. 
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I will have to content myself by saying that it seems to us some- 
thing that is eminently proper to include in an estate subject to an 
estate tax. 

Senator Kerr. Are you a lawyer, Mr. Smith? 

Mr. Smiru. I am not. 

Senator Kerr. I want to tell you now it is enlightening to hear you 
two nonlawyers discussing legal terms with such “faculty. 

But I would remind you it is not too binding on the lawyers. 

Mr. Smrrn. My recommendation is based on a policy decision and 
not legal niceties. 

Senator Kerr. Haven’t the courts held as invalid efforts to have 
the Treasury, even before the 1954 code, apply the premiums test on 
insurance which was no part of the assets of the decedent. 

Mr. Smiru. I am not aware of that, and I am not sure that there 
was a precise statutory provision that the Treasury had to rely on. 

Senator Kerr. It would not have been the first time that the Treas- 
ury took action without a precise statutory provision, nor would it 
have been the first time that a court held an act not only unjustified 
by the law, but in reality unconstitutional. 

I frankly think your recommendation would be unconstitutional. 
I think you would be depriving an individual of an asset which he 
has by subjecting it to an estate tax when it was not part of the estate. 

Mr. Suirn. That is not our opinion, that it would be unconstitu- 
tional, and we think from the standpoint of fairness of policy and— 
and just one final point on this—this recommendation is made in the 
light of what seems to us a reasonable balance between the tax treat- 
ment of various forms of property at death, and it is not primarily 
a revenue measure. 

We are concerned with the fairness, the neutrality, so far as possi- 
ble, of the tax law. And our recommendation is made in that spirit. 

Senator Gore. And it is the view of the Treasury that it is possible 
under the present ‘provision of law for vast amounts to be passed on 
by way of insurance policies and avoid the estate tax. 

Mr. Smrrn. Well, vast amounts can be transferred subject to the 
gift tax, and hence not under the estate tax. 

Senator Kerr. And not subject to the estate tax ? 

Mr. Smirn. Not subject to the estate tax. 

Senator Kerr. Nothing can be done under this law that escapes any 
estate law now in effect. 

Mr. Smirn. That is the reason we are recommending it. 

Senator Gorr. Because the 1954 act amended it. 

Senator Wiii1Ams. While you are on this section dealing with in- 
surance, would you describe the loan-financed insurance and what 
recommendations you make. 

Mr. Soaira. In my prepared statement that is the very next para- 
graph, Senator Williams. 

Senator WiiriAMs. That is all right. 

Mr. Smrrn. I believe I completed the statement ending with the 
estate tax treatment on paragraph 3 of page 6. 

There is no new principle involved in the Treasury’s suggestion 
with respect to loan-financed life insurance. Longstanding provisions 
of the tax law have disallowed the interest deduction where indebted- 
ness is incurred to finance single-premium life insurance contracts. 
These provisions were further tightened under the 1954 code to deal 
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with similar abuses such as had arisen in connection with annuity 
plans and plans for advance borrowing for the payment of future 
premiums. All of these plans were based on the idea of permitting 
the policyholder to deduct the interest on borrowed funds while there 
was a simultaneous tax-free buildup of earnings on reserves behind 
the policy. The increasing use of borrowed funds to carry life insur- 
ance, under plans developed to make them substantially self-sustaining 
after the first 1 or 2 premiums and advertised as being of negligible 
cost to high-bracket purchasers, seems to constitute a substantially 
equivalent abuse. We hope that your committee will consider means 
of dealing with this problem. 

We suggest that one approach would be to disallow as a deduction 
interest on indebtedness incurred to carry a life insurance, endow- 
ment, or annuity policy under an arrangement or plan which contem- 
plated that a substantial number of premiums would be paid by 
means of such indebtedness. I should like to emphasize that this 
recommendation would have no effect whatsoever on the status of 
life insurance policies as a basis for loans from any source. The value 
of life insurance policies as collateral would not be modified in any 
way; nor would there be any consequences for the policyholder who 
borrows on his insurance policy in the ordinary course of events to 
meet particular needs. All that is proposed is a denial of the interest 
deduction to the purchaser of a policy who buys it under a plan to 
have it carried largely by special loans made for the purpose. The 
proposed change in the tax law would not restrict the value of insur- 
ance policies as a basis for loans even in these limited cases; it would 
simply deny an interest deduction to the borrower. 

Senator Wiu1aMs. Does the Treasury have recommended language 
to suggest to the committee ? 

Mr. Smirn. I do not have it today, we have worked on it, and I 
shall be glad to provide language on that, Senator Williams. 

(Mr. Smith did not furnish the language requested by Senator 
Williams. ) 

I should like to comment briefly on section 37 of the bill, relating 
to the carryover of the foreign tax credit, and sections 81 and 82, 
relating to the depreciation adjustments of railroads shifting from 
the retirement method. 

Section 37 relates to a minor area of treatment of foreign income. 
It provides special relief in that area by introducing a tax averaging 
principle with respect to foreign income taxes which does not apply to 
the income of corporations or individuals from domestic sources. This 
provision does not deal with an unintended hardship. The Treasury 
Department has reported adversely to the Ways and Means Commit- 
tee on separate proposals of similar nature. We believe it has no 
proper place in this bill. 

Section 81 and its companion section 82 deal with a matter now in 
controversy between the Internal Revenue Service and certain rail- 
roads which changed from the retirement method to the straight-line 
method of depreciation in certain past years. Since this provision was 
added on the floor of the House, there is no reference to it in the Ways 
and Means Committee report. A detailed description of the under- 
lying problem and the solution proposed in the bill is presented in the 
appended exhibit. 
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Senator Matone. Mr. Smith, you passed over section 81 very 
quickly. What does section 81 do‘ . 

Mr. Smiru. I am just describing it now. In my succeeding para- 
graphs I refer to the fact that the exhibit describes it in more detail, 
I describe it briefly here. 

Because of the litigation on this matter—I am referring again to 
sections 81 and 82—which the Treasury has thus far lost—the present 
provisions have been developed as a compromise. This provision 
urises after discussion and consideration over a considerable period 
by the Treasury and the Ways and Means Committee. We regard 
the proposal as a reasonable solution of a difficult problem. 

In view of Senator Malone’s question perhaps I might refer—— 

Senator Matone. What is the solution, what does it do? 

Mr. Smrru. May I turn to the exhibit and read the statement there. 

Prior to 1942, railroads generally used the retirement method of computing 
depreciation on their roadway assets, which include buildings, bridges, tunnels, 
water towers, and the like. 

Senator Matonr. You speak of depreciation that had been allowed. 
Does your income-tax law take into account at all the difference in the 
depreciation allowance, of, say, 10 or 15 years ago, and what it will 
purchase at this time? In other words, the inability of replacing 
machinery under any depreciation set several years ago on account of 
inflation ¢ 

Mr. Smiru. No, there is no recognition in the law of the so-called 
replacement-cost depreciation. 

Senator Mavone. You are, I suppose, aware of the fact that due to 
the inflated cost, nothing can be replaced by the depreciation fixed a 
few years ago. 

Mr. Sarru. I will not agree that nothing can be replaced. 

Senator Martone. Mention something that can be replaced ? 

Mr. Smirn. In part the cost can be replaced. 

Senator Martone. Ten percent or fifty percent ? 

Mr. Siru. I think it is higher than that. 

Senator Matonr. But the buying power of the dollar has continu- 
ally and materially decreased, according to the testimony here only 
last fall of the Secretary of the Terasury and the Administrator of the 
Federal Reserve. 

According to them the 1948 dollar was worth 47 cents. In other 
words, of any depreciation allowances that were supposed to replace 
machinery or any other asset that were set in 1948, at this time only 
47 percent of that replacement cost would be available. That is true, 
is it not? 

Mr. Smiru. It would be of that order of magnitude. We should 
take account, however, of the fact that many of the more costly re- 
placement products now are also more efficient in production in terms 
of unit capacity, and there has been some compensating offset. 

Senator Martone. Namesome. You are an expert. 

Mr. Smrru. No, I am not an expert in machine tools, but I am aware 
of the advertisements that are made by machine tool manufacturers 
about the larger capacities. 

Senator Matongz. Advertisements are one thing and depreciation 
and replacement are another thing. 
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Am I right in saying that machinery or any depreciable asset cannot 
_ auplnene now by any depreciation items set 10 years ago, on the face 
of it 

Mr. Smiru. On the face of it it looks as though that is probable, L 
am sure there must be some exceptions. 

Senator Matonr. What they have to do now for replacement is to 
go into capital investment and get the capital someplace—from the 
stockholders, or the profits if any. They say now railroads have no 
profits and I guess they are about two-thirds right. 

Mr. Smrru. That is a very important thing, and I agree in general, 
that typically it takes more dollars of investment to stay even. 

Senator Matong. Where do you get it under your present deprecia- 
tion and your present taxes? 

Mr. Smrrx. You do not get it from a tax deduction. 

Senator Matone. In other words, you just cannot replace it unless 
you can go out and sell more stock in the railroad or whatever outfit it 
is, or get new money and bring it into the corporation. 

_ Mr. Sorra. Or retained earnings after tax or from other security 
issues. 

Senator Matonn. What retained earnings? I think you will find 
that we have utterly destroyed small business while giving it lipservice 
through your income taxes and through free imports without any 
evening of the difference in the labor and other costs here and in the 
chief competing country. They are down and they are out. 

Mr. Smiru. I thoroughly agree with the proposition that one of 
the damages of inflation is the great difficulty it imposes upon business 
of getting the necessary funds to maintain it. 

Senator Martone. Couldn’t you, through an amendment, make it 
possible to make up the difference before taxes ¢ 

Mr. Smirn. That is not. contemplated in this bill, Senator. 

Senator Matonr. I understand you could not possibly give industry 
a break. Of course, in reviewing your statement as to the magnitude 
of the bill, it is a mystery to me how you have collected any taxes 
up tonow. But youseem todo itallright. But now you are correcting 
these things. Why not take into account the fact that no one, no 
small business and no big business, can replace its equipment under 
the depreciation as set forth after it is 2 years old. 

Mr. Smirn. Well, a change of the sort that is suggested here has 
very far reaching implications as a matter of tax policy. If one turns 
to a measure of what might be called real income instead of the mone- 
tary measure, there are other elements of the income tax that might 
properly be considered for adjustment to be put into real rather than 
monetary terms, 

Also, the revenue impact of such an adjustment would be very large. 
That, I think, is beyond the things that we have contemplated for this 
bill. 

I thoroughly agree that the subject is an extremely important one 
and worthy of careful consideration by everyone, and I assure you we 
are giving it careful attention. 

But I do not have a recommendation, nor would I 





Senator Matonn. Would that be acceptable to the Treasury, an 
amendment that would allow for the depreciated purchasing power of 
the dollar for reserves set aside for depreciation before taxes? 
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Mr. Smivut. No; it would not be acceptable to the Treasury at this 
time. I say that without prejudice to the general merits of it. 

Senator Matonr. Why? 

Mr. Smiru. Because of its far-reaching implications as to what is 
mnpeed, as I have already said, on other measures of taxable income. 

Senator Matonr. What other measures? 

Mr. Suiru. W ell, if one is going to say that there is no income unless 
the real value of the capital had been recouped—— 

Senator Martone. I did not say that. 

Mr. Smirn. That is certainly implicit—— 

Senator Martone. No, I am asking you a specific question, and you 
answered in the negative, and I asked: why. 

Mr. Smirit. I continue, if I may, to say that in our opinion the use 
of depreciation based on replacement costs is a modification of the 
universal concept in the income tax that taxable income is related to 
the flow of dollars regardless of the purchasing power of those dollars. 

If there were to be an adjustment for deprec iation, I would suppose 
that it would also be proposed that there be an adjustment for the tax 
treatment of, let’s say, interest on bonds, in which in some instances 
for certain periods the declining purchasing power of the dollar had 
been such that the interest itself, which is subject to tax, has not been 
sufficient to maintain the real value of the capital invested, That is 
the sort of thing I have in mind when I say that an adoption of a 
concept of m: Linta 1ining the replacement of physical assets through tax- 
deductible depreciation has far-reaching implications. 

Senator Martone, You are making a great admission there, in case 
you don’t know it. That is that you are deliberately short changing 
industry. You are admitting that the Government is deliber ately 
short changing government bond holders through inflation. 

And, of course, they are stealing the money from the taxpayers 
through inflation. It isa dams vging admission. 

But this is a specific request in regard to a thing recognized by 
everyone. Railroads have been here, and trucklines, and I think all 
the small business will be on your neck within a year, because you are 
destroying them, and that is just one way of destruction, so that they 
cannot repl: wee their equipment any way on ear th except to go out and 
sell more stock, which again is in the hands of the Treasury, ‘ and Mr. 
Martin, the Director or Administrator of the Federal Reserve. 

Mr. Martin can say tomorrow that you have to put down 100 per- 
cent for margin on stock purchased, or he can say 1 percent. And 
he has lowered it lately. So he controls the stock that can be sold. 

You also have your rediscount rate. It is all in the record of last 
fall. So that right here in Washington you have the destruction of 
private business, as such, in your hands and I think you are doing a 
pretty fair job of it. 

Mr. Sarrn. I, of course, would not agree with that, Senator. 

Senator Wiittams. Mr. Smith, while we are on this question of 
depreciation, it has been called to my attention several times that 
there seems to be quite a dispute between the Treasury and the tax- 
payers as to the need of setting up salvage value in establishing de- 
preciation rates. And in reviewing the 19! 54 act and the law, it appears 
very clear to me that it was the intention of Congress when they 
passed the law, wisely or otherwise, that there would 1 not be a salvage 

value set up. And T understand that in certain areas of the country 
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some agents are enforcing the salvage value and in other areas they 
are not. 

Now, what is the policy and what is the law ? 

Mr. Smrru. The position of the Treasury—and we think quite 
clearly that this is the proper, and only proper, interpretation of the 
law—on the basis of long-standing policies is that property will not 
be depreciated below its salvage value. 

Senator Wii1r1ams. When you speak of long standing are you 
speaking of back beyond the 1954 code? 

Mr. Smiru. Iam, sir. 

Senator WinuiaMs. The 1954 code rewrote the depreciation schedule, 
did it not? 

Mr. Smirn. It introduced certain new elements; it did not rewrite 
the basic schedule. 

Senator Wiiu1aMs. It repealed the old depreciation schedules. 

Mr. Soiru. No, sir; it added two new optional methods without 
modifying the basic provisions. 

Senator Witu1aMs. But in the committee report I notice that they 
set up—first was the straight line method, and second listed was the 
digit method, and the third was the accelerated 

Mr. Smrrn. That is the traditional one we have always had. 

Senator Wixu1aMs. That is the traditional one. And the second 
was the digit method, and the third was the declining balance. But 
Senator Milliken, in presenting the bill to the floor, made it very clear 
that it was the intention of the committee that anyone electing either 
of the latter two choices in which there would definitely be a balance, 
could during the life of that depreciation schedule change to No. 1, 
whereby the cost would all be recovered. Now, that is in the committee 
report, and it is also in the statement by the chairman of the committee, 
and it was adopted by the conference, in their report. I wish you 
would furnish for the committee the basis of your reasoning otherwise. 

Mr. Smrru. I shall be glad to do so, for the record. And may I just 
elaborate very slightly with reference to the basic problem with which 
we are confronted where we think we are 

Senator Wixi1aMs. I am not speaking of the merits of whether it 
should or shouldn’t, I am speaking of the law, and it seems to me that 
the regulations of the Department should be based upon the law and 
the intent of the law as passed and not based upon what you may think 
about it, I think you Tal aeee on that. 

Mr. Suiru. I assure you to the best of our ability our regulations are 
always based upon the intent of the law where that is clear and unam- 
biguous. I will be glad to furnish that for the record. 

(The information requested follows :) 


The depreciation allowance for income tax purposes is based upon the generally 
accepted accounting principle that the income of each year should bear as a part 
of the cost of earning that income a proportionate part of the exhaustion of the 
capital equipment used in the business. There has been long-standing recognition 
that salvage value is a factor in determining depreciation allowances. The regu- 
lations under the Revenue Act of 1924 provided that: 

“* * * The proper allowance for such depreciation of any property used in 
the trade or business is that amount which should be set aside for the taxable 
year in accordance with a reasonably consistent plan (not necessarily at a uni- 
form rate), whereby the aggregate of the amounts so set aside, plus the salvage 
value, will, at the end of the useful life of the property in the business, equal the 
basis of the property determined in accordance with section 204 and articles 
1591-1603.” (Art. 161, Regulations 65) 
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Almost identical words appear in section 1.167 (a)—1 (a) of the present regu- 
lations under the 1954 Code. 

Salvage value is defined in the present regulations as the amount (determined 
at the time of acquisition) which is estimated will be realizable upon sale or other 
disposition of an asset when it is no longer useful in the taxpayer’s trade or busi- 
ness or in the production of his income and is to be retired from service by the 
taxpayer. If the taxpayer’s policy is to dispose of assets which are still in good 
operating condition, the salvage value may represent a relatively large propor- 
tion of the original basis of the asset. However, if the taxpayer customarily 
uses an asset until its inherent useful life has been substantially exhausted, 
salvage value may represent no more than junk value. (Sec. 1.1767 (a)-—1 (c), 
Income Tax Regulations) 


Excerrr FroM THE INTERNAL REVENUE CODE OF 1954, REPORT OF THE COMMITTEE 
ON FINANCE, UNITED STATES SENATE (83D CONG., 2p Sess., Rept. No. 1622, 
PP. 26-28). 


An important change made by your committee liberalizes the treatment of 
unrecovered cost at end of service life. A characteristic feature of the 
proposal declining-balance method under the House bill is that it leaves 
an unrecovered portion of some 10 to 13 percent of cost at the end of service 
life. In computing the deduction under the declining-balance method, the depreci- 
ation rate is multiplied by the entire unrecovered cost of the asset. While no 
specific set-aside is made at the end of useful life, this procedure automatically 
leaves an unrecovered residual at the end of useful life, which in some cases may 
represent an unrealistically high estimate of salvage value. Where the asset 
is a single item the amount unrecovered can be deducted as a loss when the 
asset is sold or abandoned. With respect to a group of items, such as machines, 
if a taxpayer maintains records of his depreciable assets by year of acquisition 
he may deduct the entire remaining unrecovered cost of a given year’s acquisi- 
tions at the time of retirement of the last surviving unit. If the taxpayer does 
not avail himself of this procedure, he would recover the 10 to 13 percent residual 
gradually over a long period of years subsequent to the end of the service 
life. 

The unrealistically high salvage value at end of service life is also reflected 
in a relatively low level of accumulated allowances during the last third of 
service life. This limiting feature of the declining-balance method lessens its 
attractiveness. Moreover, since the accumulated allowances under the declining- 
balance method limit the amount allowable under other methods, this imposes 
a straitjacket on the use of other methods such as a combination of different 
straightline rates at different stages of service life. Such other methods may 
not provide as much depreciation in the early years as the declining-balance 
method but will insure the full recovery of cost above the realistic salvage value 
at the end of service life. (Italic supplied.) 

It seems unfair to delay the writeoff of a significant portion of cost in the 
manner prescribed by the House bill. This drag on cost recovery due to the auto- 
matic residual under the diminishing-balance system would partially cancel its 
advantages, make it unattractive to some taxpayers, and weaken its effective 
stimulus to investment. Since the accumulated allowances under the declining- 
balance method serve as a standard for other eligible methods, the unrealistically 
high salvage value may thus restrict the use of otherwise acceptable methods. 

To deal with this problem and permit greater flexibility of depreciation, your 
committee has adopted two specific amendments. One liberalizes the provision 
of the House bill which limits accumulated allowances under other reasonable 
and consistent methods to the amount of allowances which would have resulted 
under the declining-balance method. This is done by applying the limitation 
only during the first two-thirds of service life. The should permit wider use of 
other methods which permit the full amortization during the late years of a 
property’s life of the entire cost above realistic salvage value. (Italic supplied.) 

The other amendment allows taxpayers availing themselves of the declining- 
balance method an option to switch to straight-line depreciation at any time 
in the life of a property. The straight-line rate would be based on the realistic 
estimate of remaining life of the property at the time of the switch. Moreover, 
the rate would thereafter be applied to the depreciated balance of the account 
at the time of the switch, less a realistic estimate of salvage value. (Italic 
supplied.) 
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The House bill does not clearly permit the use of the sum-of-the-years-digits 
method of depreciation. This method results in approximately the same pattern 
of depreciation as the double-rate declining-balance method, with some differ- 
ences which disqualify it under the House bill. This method is difficult to re- 
duce to a brief formula but consists of the application of varying rates of de- 
preciation, which are lower each year, to a constant balance in the property 
account reduced by estimated salvage. * * * (Italic supplied.) 

Treasury Income Tax Regulations under the Internal Revenue Code of 1954, 
section 1.167(e)-1(b), relating to the treatment of estimated salvage in case 
of a change from the declining balance method to the straight line method 
of depreciation, provide in part as follows: 

“(b) Declining balance to straight line—In the case of an account to which 
the method described in section 167 (b) (2) is applicable, a taxpayer may change 
without the consent of the Commissioner, from the declining-balance method of 
depreciation to the straight-line method at any time during the useful life of 
the property. * * * When the change is made, the unrecovered cost or other 
basis (less a reasonable estimate for salvage) shall be recovered through an- 
nual allowances over the estimated remaining useful life determined in accord- 
ance with the circumstances existing at that time. * * *” 

Senator Witi1ams. Would you care to comment on that further at 
this time ? 

Mr. Smit. I would like to just say this, that the matter of salvage 
value has had a variety of meanings in different people’s minds. Some 
perle think of it as the scrap value. Now, as to the provision in the 

aw dealing with declining balance and the reference in the committee 

reports to salvage, I believe from the discussions we had in the Treas- 
ury and with various groups in the Congress, dealt with the sort of 
situation where under declining balance, the entire cost is never fully 
written off. You get toa line that approaches the horizontal but never 
exactly reaches it. 

Senator Fianpers. That isan asymptote, mathematically speaking. 

Mr. Smira. Yes. I didn’t know whether to throw that in or not. 
Thank you for doing so, Senator Flanders. 

Senator Frear. If anyone wants to challenge it we have the dic- 
tionary here. 

Mr. Smirn. On the basis of that asymptotic result of depreciation, 
where there is simply scrap value 

Senator Wit11aMs. We can understand why the taxpayers are con- 
fused when you use such terms as that to describe it. 

Mr. Smiru. We have not used these terms in the regulations. On 
the basis of this treatment where there is barely scrap value, that ap- 
proximates the remaining depreciation. 

Now, we have also been confronted with situations where property 
is purchased and used for a period of 1 year, and then been sold while 
it still has very large secondhand value. 

Senator Matone. Would you call that obsolescence ? 

Mr. Siri. No; I would say, in these instances, the value, the market 
value does not approach zero or anything like it in 1 year. 

Senator WiitrAMs. Did we not have a safeguard whereby if the 
property was sold and was not purchased and used in the line of busi- 
ness, regular line of business, that it could be recovered and it was 
taxable? 

Mr. Smirn. Yes. 

Senator Witu1AaMs. Straight income? 

Mr. Smrrn. No; the distinction there is that it is taxable at the 
capital gains rate. So that there is an advantage of being able to 
write it off as fast as possible against ordinary income, and then 
recoup it. 
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Senator Witu1AMs. I was thinking that there was a provision in the 
law in regard to some of these rental agencies for cars whereby they 
could not convert it over to capital gain ? 

Mr. Smiru. No, it is not. The ‘only place that provision exists for 
the ordinary income treatment on gains is in connection with the 5- 
year amortization, the emer gency certificates for 5- year amortization. 
That provision does not exist in the y various ordinary methods. 

Senator Witams. And there is no salvage value on the 5-year 
amortization certificates, is that correct ? 

Mr. Sarrn. I think that is correct, though typically only a certain 
fraction of the total cost is subject to the 5-year writeoff. 

Senator Witi1AMs. But to that extent any percentage of the arts @ 
erty is subject to the 5-year writeoff, there was no salvage value estab- 
lished either at the beginning or the end ? 

Mr. Smirn. That is correct. 

Senator Wiiurams. And the only place salvage value comes in is on 
the ordinary taxpayer who does not put it under the 5-year amortiza- 
tion formula ? 

Mr. Smiru. Yes. The Treasury position is that the practice of re- 
tirement and replacement of the individual taxpayer should be taken 
into account in determining the useful life, which in turn determines 
the rate of depreciation. 

We think that is a sound policy. It is, if I may use the phrase, 
a double-edged sword, it cuts both ways. From the standpoint of most 
taxpayers, if they use property subject to a high degree of obsolescence, 
even though the physical life may be 10 years, if they use it in a 
method or have products requiring a degree of precision such that they 
replace it at the end of 5 years, they should be entitled to take their 
ressnoe iation on the basis of 5 years. The experience of the individual 

taxpayers, we think, is significant. 

Senator Martone. Is that provided for in the law? 

Mr. Smirn. That is provided for in the regulations, the law is not 
specific. The law merely says a reasonable allowance, the regulations 
provide that the experience of the individual taxpayer will be of sig- 
nificance. 

Senator Martone. Will be of significance, but it is up to the internal 
revenue agent in that State to determine. Is that it? 

Mr. Smirn. It is a question of fact in each instance. Inevitably it 
is a question of fact. 

Senator Matonr. Now, as to the obsolescence, suppose a piece of 
machinery or equipment is judged to be obsolete for its present use, and 
is sold for a certain amount of money to another company or another 
outfit in another area or another individual to whom it should be 
of some use. Then what do you do with it when this new company or 
individual gets it ? 

Mr. Suir. That is a new purchase, and that new company can take 
depreciation on the basis of its cost spaced over its second life in its 
particular use. 

Senator Martone. It is the same piece of machinery? 

Mr. Smrrn. Yes. 

Senator Witu1aMs. Mr. Chairman, I won’t pursue this further but 
I would like for the staff to insert in the record at this point an excerpt 
from the floor statement of the chairman of the Finance Committee, 
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Senator Eugene D. Millikin, dealing with this particular depreciation 
schedule in the 1954 conference report. 

Mr. Smirn. It is a very important area, Senator Williams, to which 
we have given and are continuing to give careful thought. 

Senator Bennerr. It is not your intention that that would be con- 
sidered as part of the consideration of this particular bill ? 

Mr. Soirn. No. 

Senator Wmu1aMs. But since this question has come up in this col- 
loquy I thought it would be well to have the statement inserted in the 
record. 

(The statement referred to follows :) 


Mr. MILLIKIN. Mr. President, I shall now discuss some of these provisions. 
Others are discussed fully in the report. 


DEPRECIATION 


An important feature of the bill, which benefits both individuals and corpora- 
tions, is that relating to depreciation. A great deal of complaint has been 
received about the difficulty which taxpayers are having with the present de- 
preciation allowances. 

The House version of the bill continues all depreciation allowable under pres- 
ent law, and in addition grants taxpayers the right, at their option, to use the 
diminishing-balance method of depreciation at double the rate available under 
the straight-line method, or to use any other systematic method which does not 
aive greater aggregate charges than those available under the declining-balance 
method. 

The bill, as it passed the House, applies to all types of tangible depreciable 
assets, including farm equipment, machinery and buildings, rental housing, and 
industrial and commercial buildings, as well as machinery and equipment. The 
total amount of the depreciation cannot exceed, as at present, the actual cost of 
the property, so that the proposed change merely affects the timing and not the 
total amount of depreciation deductions. 

Under the diminishing-balance method of depreciation, a constant rate is 
applied each year to the remaining unrecovered cost of property. For example, 
a machine costing $1,000 with a 10-year life would be depreciated at $100 a year 
under the existing straight-line method. Under the diminishing-balance method, 
with a rate double the straight-line rate, the depreciation rate would be 20 per- 
eent, and in the first year the charge would be $200. In the second year, the 
20-percent rate would be applied to the remaining cost of $800—the original cost 
of $1,000 less the first year’s depreciation of $200—with a depreciation charge 
of $160. In the third year, the charge would be 20 percent of the remaining cost 
of $640, or $128, and so forth. In the fifth year, the charge would be $81.92, or 
$18.08 less than that available under the straight-line depreciation method and 
would continue to decline in later years. 

The committee has accepted the House bill with amendments to make it clear 
that taxpayers who do not elect the new method may still continue under the 
straight-line method or any other method now providing a reasonable allowance 
for depreciation. The committee amendment will also permit a taxpayer to 
shift from the declining-balance to the straight-line method to insure that the 
entire asset can be written off during its estimated life. In order to prevent a 
loophole, the new provision is made to apply only to assets with a useful life of 
more than 3 years. Other changes of a clarifying nature are fully explained 
in the report. 

The new method for depreciation will be available to all taxpayers with de- 
preciable property. It will help farmers in financing their machinery, equip- 
ment, and farm buildings. It will be available to manufacturers for their ma- 
chinery and buildings, and to store owners for their buildings and equipment. 
It will be available for all forms of rental property, including housing. 

More rapid depreciation will have two advantages for taxpayers and for the 
country’s economy. By permitting capital investments to be recovered more 
rapidly, while the prospects for income and the risks associated therewith can 
be more clearly foreseen, the existing tax barriers to new investment will be 
reduced. Furthermore, the more rapid recovery of the cost of an investment 
will permit new investments to be financed to a greater extent by relatively 
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short-term loans. This is of special importance to small business which is likely 
not to be in a position to secure long-term loans. 

Senator Frear (presiding). Mr. Smith, will you proceed. 

Mr. Smirn. I turn now to my main statement. 

In consultation with the joint committee staff, we have carefully 
reviewed the effective date provisions of H. R. 8381 in order to be 
certain that there will be no unjustified retroactive application of the 
proposed changes in the law. We recommend that the effective date 
of the substantive provisions of the bill which do not deal with unin- 
tended benefits or hardships be moved up 1 year so that they will apply 
to taxable years beginning after 1957 instead of after 1956. 

Under the bill the various provisions which would correct unin- 
tended benefits and hardships are generally applicable to transactions 
occurring after November 7, 1956, the date on which the Ways and 
Means Subcommittee which prepared the bill released the list of 
unintended benefits and hardships which it was studying. 

We recommend that these provisions be made applicable to trans- 
actions occurring after December 31, 1956. Special mention should 
also be made of the provision relating to remainders to related persons 
in the case of certain charitable trusts, which presently would apply 
to transfers to trusts made after 1956. Since this provision was not 
offered in any formal list or bill before June of 1957, we think it 
appropr iate to apply this amendment only to transfers in trust made 
after 1957. Of course, the many provisions in the bill which are in- 
tended merely to clarify the 1! 954 code should apply as if they were 
part of the original 1954 code. 

The unintended benefits which have developed under existing law 
have permitted a few taxpayers to avoid paying their share of the 
country’s total tax burdens which the Congress intended and which we 
in the Treasury Department believe they properly should pay. 

Unusual and often artificial transactions which are developed to 
come within the letter of the law should not be permitted to continue 
to give unfair tax advantages. As directed by the President, the 
Treasury Department will continue to review the operation of the tax 
laws and make recommendations to the Congress for such additional 
changes as are needed to close loopholes. 

In developing methods to close loopholes, we are always anxious to 
keep to a minimum the restrictions and recordkeeping for ordinary 
transactions which do not involve abuses. It is necessary to strike the 
best balance possible between the prevention of unwarranted advan- 
tages and undue complications. 

Two committee amendments were developed and made on the floor 
of the House to H. R. 8381 which minimized recordkeeping for trans- 
actions which presented little opportunity for abuse. We shall review 
with care the testimony to be presented in these hearings of the Senate 
Finance Committee to see whether we shall have any other recom- 
mendations for constructive changes in the provisions of this bill. 

(The attachment to the statement is as follows :) 


EXHIBIT 
PROVISIONS WHICH REMOVE UNINTENDEED BENEFITS 


Section 2: This section eliminates certain inequalities in the operation of the 
retirement income credit as between community-property and non-community- 
property States. The elimination of these inequalities is consistent with the 
purpose of the retirement income credit which was intended to provide a uniform 
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amount of tax-exempt income for retired persons whether they live in com- 
munity-property or in non-conmunity-property States. One of the purposes 
of the retirement income credit was to eliminate the discrimination under prior 
law which resulted from tax exemption for benefits received under social security 
and certain other retirement programs of the Federal Government while tax 
was imposed upon benefits received under private retirement plans, upon bene- 
fits received under retirement plans of State and local governments, and upon 
incomes of persons who provide independently for their old age. 

There are several important areas of inequality in the case of the retirement 
income credit under present law. One of these is the earning test which must 
be met before retirement. The bill removes this inequality by making the retire- 
ment credit available only to spouses who were actually employed. 

A second inequality of present law arises from the fact that pension income 
of the husband in community-property States may in part be attributed to the 
wife. As a result, it is possible for both spouses to claim a credit each based 
upon $1,200 of retirement income. In a non-community-property State the hus- 
band cannot attribute a work-connected pension to his spouse and as a result 
in such cases only one retirement income credit may be claimed. The bill pro- 
vides for this problem by permitting work-connected pension or annuity income 
to be attributed only to the spouse who was actually employed. 

A third area of inequality between community-property and non-community- 
properties States arises in the case of the application of the work test under 
the retirement income credit. This test requires the retirement credit to be 
reduced by the earned income in excess of $1,200 ($900 in the case of those 
under age 65 and receiving governmental pensions and no limitation for those 
age 72 or more). In community-property States the earned income of the 
husband is divided equally between the two spouses while in non-community- 
property States these earnings are attributed only to the husband. This vari- 
ation in many cases works to the detriment of couples in community-property 
States and in other cases to those in non-community-property States. The bill 
meets this problem by attributing this work income only to the person actually 
employed and who renders the services. 

A fourth area of inequality has to do with the requirement that retirement 
income eligible for the credit be reduced by any tax-exempt pensions such as 
social security received by the taxpayer. A husband residing in a community- 
property State who receives a primary social-security benefit can now attribute 
half of the pension to his wife, so that a smaller amount of social-security bene- 
fit is applied to reduce his retirement income. The bill eliminates this ad- 
vantage by providing that in determining the amount of social security and other 
tax-exempt pensions received community-property law shall not be taken into 
account. 

Section 3: Under present law dealers in tax-exempt securities can, in effect, 
write off premiums on such securities against ordinary income even though 
they are not subject to tax on the income from such securities, in any case where 
they dispose of the securities within 30 days of acquisition or where the securi- 
ties no not mature until 5 years from the date of acquistion. The bill changes 
this treatment by deleting the 5-year rule and by modifying the 30-day rule 
so that it will apply only where the bonds are disposed of at a gain. 

Section 4: This section removes a provision whereby police officials may in 
effect exclude a subsistence allowance of up to $5 a day from their taxable 
income. 

Section 5: This section defines a dependent in such a manner as to give as- 
surance that a double exemption may not be claimed for a wife on the ground 
that she is both a spouse and a dependent. It also excludes from the definition 
of a dependent those living in the household of the taxpayer if their relation- 
ship to the taxpayer is an illegal one. 

Section 9: Present law provides that both a charitable contribution deduction 
and an exclusion may not be claimed if the corpus of a charitable trust reverts 
to the grantor. Taxpayers have been able to avoid this provision by having 
the corpus revert to persons closely related to the grantor. The bill would make 
this impossible by expanding the meaning of the word grantor to include such 
persons. 

Section 10: Present law provides for a 2-year charitable contribution carry- 
over, and a net operating loss carryback of 2 years and carryforward of 5 
years. The bill makes it impossible for these two carryovers to interact in such 
a way as to give rise, to a double deduction with respect to the same amount. 
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Section 11: The bill makes it impossible to claim both an interest and a 
charitable contribution deduction with respect to prepaid interest where property 
is donated to a charity. It also makes it impossible for a taxpayer to receive an 
interest deduction with respect to money borrowed to purchase bonds which 
in turn are donated to charity subject to the indebtedness just before a date 
on which interest income would be received. 

Section 12: Under present law premiums on bonds which are callable prior 
to maturity can be written off ratably against ordinary income over the period 
up to the earliest call date if this date is more than 3 years from the date the 
bonds were issued. If these bonds are not actually called at this early call date 
they can subsequently be sold and any gain realized treated as a capital gain 
even though deductions with respect to the same amount (the premium) have al- 
ready been taken against ordinary income. The bill stops this avoidance device 
by eliminating the 3-year call date exception. 

Section 14: Where a lessee makes improvements on property he has rented 
he generally can write off the cost of the improvements over the initial period 
of the lease, even though the life of the improvements may be substantially longer 
than this and although he may have the option to renew the lease. The bill in 
such a case requires the cost of the improvements to be spread over all of the pe- 
riods for which the lessee can renew the lease, unless the life of the asset is less 
than this or unless the lessee can establish that it is more probable that the lease 
will not be renewed than that it will. An associated problem relating to leases 
between related parties is also dealt with in the bill. 

Section 16: Under present law it is possible for corporations to buy and sell 
stock in periods around dividend dates and claim an 85-percent intercorporate 
dividend-received deduction with respect to the dividend income while deducting 
in full against taxable income corresponding loss on the sale of the stock which 
results by reason of the drop in value of the stock reflecting the dividend paid. 
The bill eliminates this special advantage by denying a dividends-received deduc- 
tion for dividend income where the stock is held for only 10 or fewer days; a 90- 
day rule is provided for cumulative preferred dividends. Also, this provision 
stops a similar avoidance device involving the 85-percent dividend-received credit 
where simultaneous long and short positions are maintained over a dividend 
date. 

Section 19: It has been reported that certain tax-exempt institutions are pay- 
ing some of their part-time employees all or almost all of their compensation in 
the form of annuities. This would give these employees a special advantage if 
the tax on this full amount could thereby be deferred until they begin receiving 
their pensions. The bill limits to 20 percent the portion of the compensation, 
which, for tax purposes, can be treated as deferred income. It also deals with a 
similar problem relating to forfeitable annuities of tax-exempt organizations 
where the employee at some later time prior to retirement obtains a nonforfeitable 
right to these amounts, by providing for a tax when the right to the annuity be- 
comes nonforfeitable. 

Section 22: Present law provides capital-gains treatment and tax deferment 
for employees restricted stock options where the option price is within 85 per- 
cent—or 95 percent—of the value of the stock at the time the option is granted. 
So-called variable price options have unintentionally been given more favorable 
treatment. The bill denies this capital gains and deferred tax treatment to 
variable price options in which the price may be determined by reference to the 
value of the stock before the option is exercised when such value is higher than 
the average value of the stock during the month the option is exercised. 

Section 23: Under present law income from installment obligations generally 
may be deferred for tax purposes until the obligations are collected. Usually 
where these installment obligations are transferred before collection, the unpaid 
balance is taxable at the time of this transfer. However, in limited situations, 
such as where these obligations are transferred to corporations controlled by the 
person making the transfer, the tax is further postponed until the transferee 
collects the installment obligations. Where the transferee is a life-insurance com- 
pany no tax is collected because this is a type of income not taxable to life- 
insurance companies. The bill removes this unintended benefit by providing that 
where installment obligations are transferred to life-insurance companies, gain 
on the obligations is to be recognized. Related problems are also dealt with in- 
volving transfers of these obligations to partnerships of which a life-insurance 
company is a member and involving their transfer to companies which in the 
next year become life-insurance companies. 
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Section 24: If taxpayers change their method of accounting, present law gen- 
erally provides that certain adjustments must be made in the year of transition 
to prevent certain income from being taxed twice and other income from being 
omitted from tax entirely. However, it appears that under the 1954 Code, to 
the extent these adqustments relate back to years before 1954, these adjustments 
are not to be made. The bill requires these adjustments, attributable to years 
before 1954, to be made if the change in method of accounting is initiated by the 
taxpayer. However, these adjustments if they require an increase in income 
may, for tax purposes, be spread out over a period of as much as 10 years. 

Section 34: Because capital-gain income of regulated investment companies can 
be passed on down to the stockholders and taxed only to them, it is possible for 
dealers in these securities to purchase stock of regulated investment companies 
just before a capital-gain dividend becomes payable. They then may treat the 
dividend received as a capital gain while receiving ordinary loss treatment on any 
loss resulting from the sale of this stock. The bill provides that where a tax- 
payer holds such stock for no more than 30 days, instead of receiving ordinary 
loss treatment in the case of the sale of the stock, such a loss is to be treated as 
a long-term capital loss. A somewhat similar problem is also dealt with in the 
case of taxpayers other than dealers. 

Section 41: If the sale of broadcasting property is certified by the Federal 
Communications Commission as being necessary or appropriate to carry out its 
policies, present law provides for deferral of tax on any gain upon appropriate 
reinvestment of the proceeds, or permits the taxpayer to reduce the basis of 
other property by the amount of gain. On occasion, taxpayers have purchased 
additional facilities knowing that they will have violated the FCC rules fixing 
a limit on the number of facilities they may own. By so doing it was possible 
for them to obtain a tax deferment on the sale of an old and unwanted facility. 
FCC by administrative action taken in 1956 restricted its certifications to those 
cases where the disposition of the property is required because of a change in 
FCC policy or rules. The bill changes the present law to accord with this admin- 
istrative action taken by FCC. 

Section 42: Where bonds are issued with an artificially large discount and then 
redeemed at par, or a call price before their maturity date, the entire difference 
between the issue price and redemption price can be claimed by the corporation 
issuing the bond as a deduction against ordinary income, although the bondholder 
obtains capital-gains treatment with respect to has gain in excess of the portion 
of the discount attributable to the period up to the time of the redemption—or 
sale prior to redemption. Since one taxpayer in this case receives a deduction 
against ordinary income, the bill provides that any gain, to the extent of the 
original issue discount, is to be treated as ordinary income at the time of the 
sale or redemption of such a bond. 

Section 43: Cases have arisen where taxpayers create artificial capital gains 
by buying bonds with detached interest coupons which are payable within 12 
months from the date of purchase. Present law in such cases provides capital- 
gains treatment with respect to the rise in the value of the bond which is caused 
by the passing of the period to which the detached interest coupons relate. The 
bill prevents this conversion or ordinary income into capital gains by providing 
ordinary income treatment for gains attributable to discounts arising from de- 
tached interest coupons whether or not the detached coupons are attributable 
to the period of 12 months or less after purchase of the bond. 

Section 44: Section 1233 of the 1954 Code prevents taxpayers from using the 
device of short sales as a means of converting what are really short-term gains 
into long-term capital gains. One of the rules by which this is accomplished is 
the rule that if at the time of a short sale the taxpayer has held for less than 6 
months property substantially identical to that sold short, the holding period 
of the substantially identical property will start anew at the time the short sale 
is closed. However, this rule applies only if the property used to close the short 
sale is a capital asset in the taxpayer’s hands, and dealers in securities have 
been able to avoid this holding period rule by closing a short sale with property 
held for sale to customers instead of property held in their investment account. 
Section 44 of the bill will make the holding period rule apply in the case of a 
short sale by a dealer who has held similar investment securities for less than 
6 months but only if the short sale is not closed for more than 20 days after it 
was made. This section of the bill also adds a new subsection to exclude hedg- 
ing operations in commodity futures from the operation of the short sales pro- 
vision. 

Section 46: Present law provides capital-gains treatment for an inventor who 
sells his patent to a corporation, if he—or a closely related person—does not 
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own more than 50 percent of the stock of the corporation and otherwise qualifies 
for the special captal-gains treatment for patents. The bill reduces the area 
in which the capital-gains treatment is to be available by restricting it to those 
cases where the inventor sells his rights to a patent to a corporation in which 
he does not own as much as 25 percent of the stock. Other technical changes are 
also made in this provision. 

Section 51: Present law provides that where taxpayers have received amounts 
from the United States with respect to claims against the Government which 
have remained unpaid for more than 15 years and which involve acquisitions 
of property by the Government, the tax is not to exceed 30 percent of the amount 
received. The bill makes this provision inapplicable with respect to claims 
filed after December 31, 1956, and makes the 30-percent limitation apply only in 
the case of the surtax with respect to amounts paid by the Government in 1957 
and futrue years with respect to claims filed before 1957. 

Section 52: Present law provides proprietorships and partnerships under cer- 
tain conditions with the option to be taxed as corporations. The bill repeals 
this provision. It also provides flexible rules to provide that elections under 
this provision will not be binding for past periods. 

Section 60: The bill, in order to obtain better reporting of taxable income 
with respect to income earned abroad, requires that in determining whether a 
taxpayer has the $600 or more of gross income which would necessitate his 
filing a return, income earned abroad is to be taken into account, even though 
this income may be excludable income for tax purposes. 

Section 638: This provision in general provides that more of the information 
which is presently filed by tax-exempt organizations is to be made available for 
public inspection. Subject to limitations as to the disclosure of information 
which might be harmful to the organization or national defense, the bill pro- 
vides that the applications for exemption of educational, charitable, and religious 
organizations and other exempt organizations described in section 501 (c) and 
(d) are to be made available for public inspection along with supporting data 
presented by the organizations. The bill also provides that the annual infor- 
mation returns now filed by certain educational and charitable organizations, 
in the portion available for public inspection, shall show the total contributions 
and gifts received during the year. 


PROVISIONS WHICH REMOVE UNINTENDED HARDSHIPS AND WHICH GRANT BENEFITS 


Section 6: In Oak Ridge, Tenn., and Richland, Wash., where practically all 
of the real estate was either purchased or leased from the Atomic Energy Com- 
mission, the persons so acquiring real estate are required to pay the Commis- 
sion or its agents for services usually rendered by a municipality. These pay- 
ments are not taxes, however, and, therefore, are not deductible for income tax 
purposes by the persons living in these communities. The bill treats payments 
of this type as if they were taxes and thus makes it possible for the residents of 
these communities to deduct these amounts in computing their income taxes. 

Section 13: The net operating loss deduction under the 1954 code more nearly 
follows what has been referred to as the statutory income concept rather than 
the economic income concept of the 1939 code. Present law provides that where 
a year begins in 1953 and ends in 1954 the allowable loss consists of a portion 
of a loss computed under the 1939 code rules, and a portion computed under the 
1954 code rules, depending on the portion of the fiscal year falling in each of 
these 2 calendar years. This rule of proportion works under present law where 
the loss originates in 1 of these 1953-54 years, but it does not provide for a pro- 
portioning between the 1939 code and the 1954 code rules where a loss is carried 
to, or through, 1 of these 1953-54 fiscal years. The bill extends this treatment 
to losses carried to, or through, these years. 

Section 25: Present law provides that where a pension trust and certain other 
tax-exempt organizations makes loans without adequate security to the creator 
of the organization, such as an employer corporation, a prohibited transaction 
is deemed to have occurred and the organization loses its tax-exempt status. 
The purchase of debentures of the employer by a pension trust constitutes a 
prohibited transaction because debentures are not secured. The bill provides 
that the purchase of a debenture of an employer corporation by a pension trust 
is not to be deemed to be a prohibited transaction if certain specified conditions 
are met. Certain of these conditions are designed to give assurance that the 
purchase was made in an arm’s length transaction at a fair market price. Other 
conditions that must be met are that not more than a quarter of the assets of the 
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pension trust are invested in the bonds of the employer; that the trust pur- 
chases not more than 25 percent of any debenture issue of the employer; and 
that loans subsequently made by the employer will not be given more favorable 
treatment from the standpoint of collateral. 

Section 31: Changes made in percentage depletion rates by the 1954 code were 
effective, in the case of fiscal year taxpayers, with respect to years beginning 
after January 1, 1954. The bill permits fiscal year taxpayers to apply the per- 
centage depletion rates specified in the 1954 code to that portion of a 1953-54 
fiscal year which follows December 31, 1953. 

Section 32: The 1954 code defines the word “property” for purposes of com- 
puting the percentage depletion allowance in the case of coal and other mineral 
resources. Taxpayers have contended that this definition is more restrictive 
than the definition of property followed by the courts under the 1939 code and 
have urged that the rights which they claim to have had under the 1939 code 
be restored. The bill, therefore, provides that a taxpayer may, if he chooses, 
elect to determine what constitutes a “property” as if the 1954 code definition 
had not been enacted and as if the 1939 code rules still applied. 

Section 37: Present law limits on a country by country basis the credit which 
may be claimed for foreign taxes to the same proportion of the United States 
tax—before the credit—which the income in the foreign country represents of 
the total income from all sources. The bill provides a 2-year carryback and 
5-year carryforward for foreign taxes which cannot be claimed as credits against 
the United States tax because of the per country limitation. 

Section 53: Under present law the time allowed for claiming a credit against 
the Federal estate tax for death taxes paid to States varies in certain cases 
according to whether a disputed amount of Federal estate tax was initially paid 
and then a claim for refund filed, or whether the case was taken directly to the 
courts without paying the disputed amount. The bill amends the statute to 
provide that credits for State death taxes can still be claimed if these taxes are 
paid within 60 days after the Treasury has notified the taxpayer of the disallow- 
ance of his claim for refund or within 60 days after a final decision by the court 
acting on such a claim. 

Section 54: Present law provides for the postponement of the payment of 
Federal estate tax on reversionary or remainder interests until 6 months after 
the termination of any prior interest. State and foreign death taxes in such cases 
are allowed as credits if they are paid and credits are claimed for them within 
60 days after the termination of the prior interest in the property. The bill 
permits the Secretary of the Treasury to extend the 6 month period for as much 
as 2 additional years, and to allow the payment of State and foreign death taxes 
and the claiming of credit therefor in the extension period. 

Section 56: The bill provides that the mere designation of a survivor benefi- 
ciary in the case of qualified pension, profit-sharing, and stock-bonus plans is 
not to result in the imposition of a gift tax if the survivor benefits are of such a 
nature as not to be includible in the employees gross estate for estate-tax purposes. 
Thus, the gift tax will not apply in such cases to the extent an annuity or pension 
under a qualified plan is attributable to contributions made by the employer. It 
will continue to apply, however, to the extent the annuity is attribuable to con- 
tributions of the employee. 

Section 71: Under present law situations can arise where, even though under- 
payments and overpayments of tax offset each other, the Internal Revenue Serv- 
ice collects more interest than it pays, or vice versa. With appropriate limita- 
tions where no interest is payable, the bill eliminates these erratic differences by 
terminating interest both as to overpayments and underpayments during any 
period of time to the extent these payments offset each other. This provision 
also provides for similar situations arising with respect to net operating loss 
carrybacks in transition years affected by the 1954 code. 

Section 75: Existing law provides that no alien may leave the United States 
until he has procured a certificate indicating that he has complied with all the 
obligations imposed upon him by the income-tax laws. The bill provides that the 
Secretary may by regulations make exceptions to this rule. In addition, the bill 
provides that the payment of taxes not yet due, or furnishing of a bond with 
respect to these taxes, by a departing alien will not be required if the Secretary 
determines that the collection of tax is not jeopardized. 

Section 80: For taxable years prior to 1952, the Internal Revenue Service pro- 
vided that where lessees contracted to pay a rental to a lessor, plus any Federal 
income taxes of the lessor attributable to this rental income, only the rent plus 
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the initial tax on the rent was includible in the lessor’s income. Any additional 
tax of the lessor (attributable to the initial tax on the rental income) paid by 
the lessee was not to be included in the lessor’s income. However, for the period 
from 1952 until the adoption of the 1954 code, a pyramiding of the lessor’s taxes 
was required in such cases. The 1954 code provided a new rule to the effect that 
the lessor is not to include in his income any income taxes paid on his behalf by 
the lessee but that these taxes also are not to be deductible to the lessee. The bill 
does not affect the 1954 code rule but extends the pre-1952 rule to all years coming 
under the 1939 code; that is, it extends it to the years 1952 and 1953. 

Sections 81 and 82: Prior to 1942 railroads generally used the retirement 
method of computing depreciation on their roadway assets, which include build- 
ings, bridges, tunnels, water towers, and the like, but not rolling stock or roadbed 
or track. Under the retirement method the cost of an asset, less salvage value, 
is charged against income at the time of its retirement. Since 1942 most railroads 
have been permitted to change to the straight line method of computing deprecia- 
tion provided they established a reserve based on depreciation they would have 
sustained under the straight line method prior to the date of changeover. Gen- 
erally, this was 30 percent of the cost of roadway assets. The effect of requiring 
a 30 percent reserve was to permit depreciation on a straight line basis over the 
remaining life of the property equal to 70 percent of the cost of the assets. 
Section 81 of the bill provides the following tax consequences for taxpayers who 
changed from the retirement method to the straight line method for any taxable 
year beginning after December 31, 1940, and before January 1, 1956, if they elect 
to be governed by the amendment: 

With respect to taxable years beginning after December 31, 1955, in lieu of a 
depreciation reserve of 30 percent the reserve will be based on depreciation sus- 
tained before March 1, 1913, plus depreciation computed on the basis of the 30 
percent reserve requirement for the years after the changeover to straight line 
depreciation and before the first taxable year beginning after December 31, 1955. 

With respect to the period between the taxpayer’s changeover to straight line 
depreciation and his first taxable year beginning after December 31, 1955, the 
computation of depreciation on the basis of a 30 percent reserve is binding. No 
refunds for that prior period. 

The 30 percent reserve can be adjusted, however, for prior years for purposes 
of computations under the World War II excess-profits tax. The adjustments 
permitted will increase the excess profits tax credit and decrease the income sub- 
ject to the excess profits tax. 

Section 82 of the bill a companion section which I would like to refer to at the 
same time, which is not elective, applies to any taxpayer who has acquired proper- 
ty of a railroad corporation in a receivership or bankruptcy proceeding if the 
corporation transferring the property to the taxpayer used the retirement method 
of computing depreciation and the acquiring corporation, the taxpayer, adopts any 
other method of computing depreciation. The tax consequences of the applica- 
tion of this section are substantially the same as those described in connection 
with section 81. 

TECHNICAT PROVISIONS 


Section 7: This provision deals with worthless securities and affiliated cor- 
porations and corrects a grammatical error. 

Section 8: This provision deals with the scope of nonbusiness bad debts. 
It makes it clear that a business bad-debt deduction cannot be claimed for a 
debt which was not originally created or acquired in connection with a trade or 
business of the taxpayer claiming the deduction. 

Section 15: This provision relates to the income-tax deduction in a decedent’s 
last return for medical, dental, etc., expenses which are paid out of his estate 
in the year following death. However, to obtain this deduction a statement 
must be filed indicating that this amount was neither claimed nor allowed as 
a deduction for estate-tax purposes. The bill allows the income-tax deduction 
for these expenses so long as the statement filed indicates the deduction was 
not allowed for estate-tax purposes regardless of whether such a deduction 
was claimed, and thus conforms this provision with the provision allowing such 
expenses to be deducted, as an alternative, in computing the income of the 
decedent's estate. 

Section 17: This provision relates to property received in a_ transaction 
described in section 358 where the transaction may be regarded as two separate 
exchanges, The bill provides that in such cases there is to be a reduction in 
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the basis of the property received, to the extent of the amount of any loss recog- 
nized to the taxpayer upon the exchange. 

Section 18: This section deals with the 1954 code rules relating to sales of 
stock to related corporations. These rules became effective as of June 22, 1954. 
The bill makes it clear that the 1939 code provisions are applicable in determin- 
ing the extent to which property received on an acquisition of stock is to be 
treated as a dividend in the case of any acquisition of stock involving redemp- 
tion through the use of related corporations if this occurred before June 22, 
1954. The 1939 code provisions are also to apply to acquisitions of stoek which 
occurred between June 22, 1954, and December 31, 1957, if the taxpayer was 
under a contract entered into before June 22, 1954. 

Section 20: This provision relates to contributions of employers to employees 
trusts or annuity plan, and corrects an error in punctuation. 

Section 21: This section relates to employee stock options granted by parent 
or subsidiary corporations. It provides that for the purpose of determining 
whether an individual is, or has been, an employee of a parent or subsidiary 
corporation of the corporation which granted an option—or issued or assumed 
such an option—the term “employer corporation” is to be treated as if it were 
the “grantor corporation’—or corporation issuing or assuming the stock option. 

Section 26: This provision relates to the tax on corporations improperly 
accumulating surplus. It eliminates the possibility of any double deduction 
through a charitable contribution carryover for purposes of the accumulated 
earnings tax (an unlimited charitable contribution deduction is allowed in 
computing accumulated taxable income and so no carryover is needed), and 
also eliminates the possibility of any excessive deduction with respect to 

‘apital gains and the taxes on these gains. 

Section 27: This section relates to the tax on personal holding companies. 
It makes it clear that for purposes of the personal holding company tax no 
carryover of charitable contributions is to be allowed. It also provides that 
the net operating loss deduction for personal holding companies is not to take 
into account the dividends-received deduction and other deductions provided 
for corporations generally but not allowed in computing personal holding 
company income. 

Section 28: This provision makes three changes in the tax on foreign personal 
holding companies. In general, foreign personal holding company income is 
included in the gross income of the United States stockholders. This provision 
first, makes it clear that in computing this income no carryover of charitable 
contributions is to be allowed; second, prevents a double deduction for partially 
tax-exempt interest; and, third, provides that the net operating loss deduction 
available in the case of foreign personal holding company income is not to take 
into account the dividends-received deduction and other special deductions 
provided for corporations generally but which are not allowed in computing 
foreign personal holding company income. 

Section 29: This provision relates to losses of banks with respect to bonds 
and other evidences of indebtedness. It corrects an inadvertent error in the 
1954 code by which ordinary loss treatment may be denied with respect to 
retirements on mortgages and other evidences of indebtedness issued by corpora- 
tions or governmental units without interest coupons and not in registered form. 

Section 30: This provision relates to the depletion allowance in the case of 
estates and corrects the misspelling of the word “devisees.” 

Section 33: This section is concerned with the qualifications which must be 
met by investment companies furnishing capital to development corporations 
if these investment companies are to obtain regulated investment company 
treatment. This provision corrects a reference in the present code to “not earlier 
than 60 days” to “not less than 60 days.” This language restores the 1939 code 
rule which was inadvertently changed. A typographical error is also corrected 
in this provision. 

Section 35: Under present law lump-sum distributions under “trusteed” em- 
ployee pension plans are subject to a 30-percent tax when received by a non- 
resident alien not engaged in a trade or business within the United States. Such 
payments also are subject to a withholding tax at their source. However, neither 
the 30-percent tax nor the withholding at source are applicable if the lump-sum 
payments are made under an “insured” employee pension plan. The bill provides 
the same treatment for payments made under an “insured” employee pension 

plan, as present law already provides in the case of lump-sum payments made 
under “trusteed” employee pension plans. 
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Section 36; Section 871 (a) of the code imposes a tax of 30 percent of the 
gross amount of certain items of income received by nonresident aliens not en- 
gaged in trade or business in the United States. However, if the individual’s 
income from these sources exceeds $15,400, section 871 (b) provides that the alien 
is to pay the regular income tax if this is more than 30 percent of the gross 
amount received from the specified income sources. However, the 30-percent tax 
imposed by section 871 (a) is not reduced by the 4-percent dividends-received 
credit or the $50 dividend exclusion, but this credit and exclusion are available 
where a 30-percent tax is applicable under section 871 (b). Thus, a lower tax may 
be achieved under subsection (b) than under subsection (a). The bill prevents 
the use of the credit and exclusion to reduce the tax under subsection (b) below 
the 30-percent tax under subsection (a). An amendment is also made to deny 
the credit for partially tax-exempt interest in computing the taxes imposed under 
sections 871 (a) and 871 (b). 

Section 38: In connection with an exchange of property described in section 
1031—property held for productive use, section 1035—insurance policies, or 
section 1086—stock for stock of the same corporations, a taxpayer, in addition to 
transferring property of the type permitted to be exchanged free of tax, may also 
exchange other property with respect to which the taxpayer will be able to claim 
aloss. The bill makes it clear that there is to be a decrease in the basis of the 
property received to reflect any such loss. 

Section 39: In connection with the involuntary conversion provision, reference 
is made to the acquisition of control of a corporation holding property similar 
to that which was compulsorily or involuntarily converted into money. The 1954 
code contains no definition of control of a corporation for this purpose. The 
bill restores the 1939 code definition which defines control as the ownership of 
stock possessing at least 80 percent of the total combined voting power of all 
classes of stock entitled to vote and at least 80 percent of the total number of 
shares of all other classes of stock of the corporation. 

Section 40: The section of present law providing that property acquired be- 
fore March 1, 1913, is to have a basis at least equal to its fair market value as of 
March 1, 1913, inadvertently refers to only one part in subtitle A relating to in- 
come taxes. The bill corrects this reference so that it refers to the entire in- 
come-tax subtitle. 

Section 45: This provision rearranges and clarifies the existing tax treatment 
provided with respect to options to buy or sell. The bill provides that the gain or 
loss arising from an option to buy or sell property is to be considered gain or 
loss arising from property which has the same character as the property under- 
lying the option. The section also adds certain clarifying exceptions with respect 
to the general rule for options: First, it is made clear that capital-gains treatment 
will not apply to dealers in options where the options are a part of their inven- 
tory ; second, it is made clear that the section does not apply to gains on the sale 
of an option in any case in which the income derived in connection with the 
option would, without regard to this section, be treated as ordinary income; 
and, third, it is made clear that the section does not apply to gain attributable to 
the sale of options acquired before March 1, 1954. 

Section 47: Present law provides that under certain conditions real property 
which has been subdivided in order to be sold in separate tracts will not be 
considered property held for sale to customers, with the result that these sales 
will be eligible for capital-gains treatment. The bill makes it clear that this 
treatment is not to be available in the case of property previously held for sale 
to customers by the taxpayer nor is it to apply in the case of property sold in the 
same year in which the taxpayer is a dealer in real estate, whether or not the 
particular property in question was held for sale to customers. 

Section 48: Under the 1939 code the provision relating to gains from the sales 
of certain property between spouses or between an individual and a controlled 
corporation did not apply to sales or exchanges made on or before May 3, 1951. 
This date which was unintentionally omitted from the 1954 code is restored 
by the bill. 

Section 49: This section relates to certain adjustments to be made for closed 
taxable years. The bill makes it clear that after a refund or deficiency has been 
paid with respect to an adjustment in a closed year where the same item has 
been adjusted by agreement between the Government and the taxpayer in an 
open year, neither the Government nor the taxpayer may later raise any un- 
related adjustment in the closed year. 

Section 50: In connection with the provision of present law relating to the 
computation of tax where a taxpayer restores a substantial amount held under 
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claim of right it is not clear that if the tax for the year of restoration is com 
puted by reducing it by the tax attributable to the item in a prior year, the 
deduction, which is not taken into account, is not to have any effect for purposes 
of the net operating loss carryback or carryforward. The bill makes it clear 
that the deduction is not to be taken into account in computing income except for 
the computations under the claim of right provision itself. 

Section 55: This section relates to the exemption under the estate tax for the 
value of an annuity or other payment receivable by a beneficiary under an em- 
ployee’s trust or a retirement annuity contract. In the case of retirement annuity 
contracts reference is made only to those purchased by an employer under a non- 
trusteed plan which “meet the requirements of section 401 (a) (3).” However, 
a qualified nontrusteed employee annuity plan must for income-tax purposes 
also meet the requirements of section 401 (a) (4), (5), and (6). The bill makes 
these qualifications also applicable in the case of section 2039 (¢). 

Section 57: This section relates to agreements entered into by domestic corpo- 
rations for the purpose of extending old-age and survivors insurance coverage to 
service performed for certain employees of foreign subsidiaries. The bill corrects 
a typographical error in the heading of this provision. 

Section 58: This section relates to the collection and payment of employment 
taxes with respect to Coast Guard exchanges. The bill corrects an erroneous 
reference. 

Section 59: This section relates to acts to be performed by agents in the case of 
employment taxes. The bill corrects an erroneous reference. 

Section 61: This provision relates to the limitation on the election to make a 
joint return after filing a separate return. The bill corrects an erroneous cross- 
reference. 

Section 62.: Present law provides that if an individual files his tax return on 
January 31—or February 15 in the case of farmers—of the succeeding taxable 
year the return will serve as a substitute for a declaration or an amended declara- 
tion required to be filed on January 15. The bill makes it clear that where the 
individual makes his return on a fiscal-year basis, appropriate dates having the 
same relationship to his taxable year are to be substituted for the reference to 
January 31, or February 15, as the case may be. 

Section 64: This provision relates to address for notice of deficiency in the 
case of income and gift taxes. The bill corrects an erroneous reference. 

Section 65: This provision amends the code to make it clear that the Secretary 
may release property subject to special liens for estate- and gift-tax purposes 
if the liability with respect to these taxes has been fully provided for. This 
restores the 1939 code rule which was inadvertently omitted from the 1954 code. 

Section 66: This provision corrects certain sections of the code by changing 
reference to “United States district attorney” to “United States attorney” to 
conform with presently established nomenclature. 

Section 67: This provision amends a section of the code relating to the con- 
veyance of title to correct a grammatical error in the heading of the provision. 

Section 68: Present law provides that executors and corporations contemplat- 
ing dissolution may request prompt assessment of any income tax due from a 
decedent or the corporation. Such assessment must be made within 18 months 
except in case of fraud, willful evasion, or failure to file a return. The bill will 
permit a later assessment also where the assessment is based upon the omission 
of amounts representing 25 percent or more of gross income or upon a failure 
to file a personal holding company information schedule. The bill also makes it 
clear that a request for prompt assessment may be made not only by a corporation 
contemplating dissolution, but also by one in the process of dissolution or one 
which is already dissolved. 

Section 69: The bill makes it clear that, where an organization in good faith 
determines that it is an exempt organization and files an information return, 
this return is to be deemed its return for purposes of the running of the period of 
limitation on assessments and collections not only where the organization is tech 
nically a corporation but also where it is a trust. This section of the bill also 
amends the code to assure the continuation of the 1939 code rule that a tax defi 
ciency attributable to the application of a net operating loss carryback may be 
assessed at any time prior to expiration of the assessment period for the year in 
which the loss was sustained. 

Section 70: This section provides that the period for filing a claim for refund 
is to be 8 years from the time the return was actually filed rather than 3 years 
from the due date of the return, as presently provided. This section also pro 
vides that, where a return was filed after the due date, under an extension of time 
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for filing, and a claim is filed within 3 years after the return was filed, amounts 
to be refunded include not only payments made within the 3 years preceding 
the date of the claim but also those made within 3 years plus the period of ex- 
tension for filing the return. This section further provides that the special 
period of limitation for filing a claim for credit or refund with respect to net 
operating loss carrybacks in the case of individuals is to be extended from the 
15th day of the 39th month after the end of the loss year to the 15th day of the 
40th month after the end of such year. 

Section 72: This section provides expressly that interest may be assessed and 
collected at any time during the period within which the tax to which it relates 
may be collected. This removes any basis for contending that interest, to be 
collectible, must be assessed within the limitation period for the assessment of 
the tax on which the interest has accrued. 

Section 73: This provision amends the code to remove any basis for contending 
that the penalty for failure to file information returns can be avoided by filing 
these returns after the due date. The application of this section has been limited 
to information returns for which a fixed due date is prescribed by regulations. 

Section 74: This section makes it clear that in the case of income, estate, and 
gift taxes, for purposes of measuring a deficiency in tax, the tax shown on a 
return is to be taken into account if the return was filed on the last day pre- 
scribed for filing, as well as in cases where it was filed before such date. 

Section 76: This section makes it clear that the Government may make im- 
mediate assessment of a deficiency upon the filing of a petition by the taxpayer 
in a proceeding under the Bankruptcy Act even though approval of the petition is 
not required by that act. This provision also makes it clear that a petition for 
redetermination of a deficiency by the Tax Court is not to be filed after the filing 
of a petition by the taxpayer in a proceeding under the Bankruptcy Act where 
approval of the petition is not required by the act. 

Section 77: This section amends the code to provide that wherever the use 
of registered mail is presently required, either certified or registered mail may 
be used. In addition, the Secretary is authorized to prescribe by regulations the 
extent to which the provisions of the code requiring prima facie evidence of 
delivery and regarding the postmark date, now applicable to registered mail, are 
also to apply in the case of certified mail. 

Section 78: This section grants the Secretary the authority to utilize the service 
of Federal agencies and commercial organizations for the processing of micro- 
film and other reproducing materials, The actual photographing of the returns 
and other records will be performed only by Government employees. The Secre- 
tary in this connection will issue regulations providing safeguards against unau- 
thorized use of microfilm or other reproductions and unauthorized disclosure of 
information contained in these films or reproductions. The provision also pro- 
vides that the microfilm and other reproductions are to have the same legal 
status as the original documents, and if properly authenticated are to be admis- 
sible in evidence as if they were the originals. 

Section 79: The bill adds a new section to the code authorizing the Secretary 
to prescribe individual seals for district directors of internal revenue and for 
other officers and employees of the Department to whom functions of the Secre- 
tary are delegated. It also provides that judicial notice is to be taken of these 
seals if facsimilies are published in the Federal Register. 

Mr. Smiru. That concludes my prepared statement, Senator Freat 
I should just like to note that the exhibit which is attached has a oo 
scription section by section which was very largely adopted, i in fact, to 
a very considerable extent it is a verbatim reproduction of, the state- 
ment made on the floor, or rather the material inserted into the recor: 
on the floor, by the nvenia of the Ways and Means Committee in 
explanation of the bill. We have worked closely with the Joint Staff 
and with the Ways and Means Committee on this, and this represents 
a combined statement and explanation. 

Senator Frear. Did you say you had a couple of reservations? Do 
vou want to identify those reservations / 

Mr. Suirn. The only reservation I had was with reference to 37 
which I have already referred to. 

Senator Cartson. Mr. Chairman. 


| 
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Senator Frear. Senator Carlson. 

Senator Cartson. Dr. Smith, I would like to have you discuss sec- 
tion 42 in your prepared statement, I am not sure I understand what 
you want to do there. 

Mr. Suirn. Might I refer you, Senator, to the exhibit. I would 
like to read that one paragraph statement, and then elaborate on it. 

Section 42. Where bonds are issued with an artificially large discount and then 
redeemed at par, or a call price before their maturity date, the entire difference 
between the issued price and redemption price can be claimed by the corporation 
using the bond as a deduction against ordinary income, although the bondholder 
obtains capital gains treatment with respect to his gain in excess of the portion 
of the discount attributable to the period up to the time of the redemption 
or sale prior to redemption. Since one taxpayer in this case receives a deduction 
against ordinary income, the bill provides that any gain, to the extent of the 
original issue discount, is to be treated as ordinary income at the time of the 
sale or redemption of such bond. 

Let me try to elaborate that with the action that was taken in the 
1954 code, when we dealt with the problem as we then saw it. 

We had become aware by 1954 of a practice by which bonds were 
sold at an artificially large discount. For example, if the going market 
rate were 3 percent, a 2 percent coupon bond of course, would sell at 
very considerably less than par at a price which, with the interest and 
the appreciation to maturity, would be the given market rate, the 3 
percent rate. 

Senator Cartson. You are referring to corporation bonds? 

Mr. Smrru. I am referring to corporation bonds, or mortgage bonds, 
or any sort of private transaction bonds. 

Now, it was our feeling, then, that that made it possible under the 
then law to bring under the capital gains element of the law income 
which really was interest, compound interest. 

Therefore, we recommended in the House that there be a limit put 
upon the amount of original issue discount which could be permitted 
without having part of the discount brought into ordinary income 
rather than capital gains. As I recall the figure, it was one-quarter of 
1 percent per year, which for a 20-year bond permitted issuance at 95. 

Now, because coupons cannot always be carried out to the exact frac- 
tion representing the going market rate of interest, it is the practice in 
issuing bonds to have : a coupon rounded usually to the nearest quarter 
of 1 percent, and then sold either at a premium or a discount below 
that. 

That sort of ordinary market practice we did not feel should be in- 
terfered with; there was no significant abuse. So our recommenda- 
tion was designed to the then abus se situation. 

Senator Frear. The Chair very much dislikes to interrupt the 
speech by the representative of the Treasury, but you may have 
noticed that the chairman of the committee is ‘absent, and I am sure 
you will be interested in an important announcement that has just 
been made, it is over on the ticker. Senator Byrd has announced that 
he will be a candidate for reelection. 

Senator Martin. May I break in a moment, Mr. Chairman ? 

Senator Frear. You surely may. 

Senator Marri. Mr. Chairman, from an American standpoint 
that is wonderful news. I am going to talk a little franker with the 

Senator not being present. 
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Senator Byrd was on this committee when I first came here over 11 
years ago. He has been one of the most tireless workers on this im- 
portant “committee. Senator Byrd and I have not always agreed, but 
I have appreciated the soundness of his position, even if it was con- 
trary tomy own. 

I do not think there is a man in Congress that has as full a knowl- 
edge of the tax laws of this Nation and the genera] economic condition 
of our country and the things that affect the general economy of the 
Nation as Senator Harry Byrd. 

I have been talking to him ever since he made his announcement, and 
his reasons for not being a candidate were very good indeed. But I 
am so glad that he has reconsidered. And when you consider that 
the legislature of the great Commonwealth of Virginia unanimously 
requested that he be a candidate, I think it is one of the finest compli- 
ments that any American has received in a long while. 

Senator Frear. I am sure the chairman of the committee will ap- 
preciate those gracious remarks by the ranking minority member, 
and I know they are sincere. 

The acting chairman of the committee will also say for the record 
that it has been a great pleasure, as well as an education to him, to 
have served under such a great statesman and one who has protected 
the interests of all Americans. 

Senator Williams ¢ 

Senator Winuiams. I was just going to add, Mr. Chairman, that 
the decision of Senator Byrd to remain in the Senate is far more 
important to the country than any action we may take on the pending 
legislation, so I think we can afford to take some time out to pay our 
compliments. 

Senator Carson. I will continue. We were in a discussion on this 
section 42 which deals with the taxation of bonds, corporation bonds, 
that have had a great appreciation in value. 

Now, if the doctor has another statement to make on it, then I 
want to lead off somewhere else, 

Mr. Smirn. I have not quite completed my statement, Senator 
Carlson. The action that was taken in 1954 dealt with situations 
where bonds were issued with artificially large discounts and built up 
value with the passage of time, as they inevitably would when they 
have a low coupon at the time the market rates are higher and were 
carried to maturity 

Now a new practice has developed. This is of very, very limited 
application. I know of no major corporation that has done anything 
of this sort. It is what you might call a closely controlled internal 
financing type of situation where the bonds are issued at a very large 
discount, perhaps a $1,000 bond issued for $600 or $700 bearing only 
nominal interest, and then a year or two later is redeemed at par. 

Now, under the letter of the law as it stands, that is treated as 
capital gain. It seems to us that that should not be capital gain. That 
is completely, in our opinion, an artificial, abnormal transaction de- 
signed to come within the letter of the law but to fall outside of the 
spirit of the law. 

Senator Cartson. Doctor, if you do not mind, I want to give you a 
case that is pending right now in the State of Kansas. A taxpayer 
writes me that some years ago he purchased a few shares of preferred 
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stock in a corporation. They transferred this preferred stock to bonds 
within the last 2 or 3 or 4 years. The Treasury is holding that, al- 
though the preferred stock was transferred at the same dollar value—in 
other words, the preferred stock had a dollar value when the transfer 
was made, the bonds have the present value today of the preferred 
stock—that the taxpayer should pay a capital gains tax on the amount 
of the difference between the amount that he purchased these pre- 
ferred stocks for which have been transferred to bonds, although there 
has been and is not today any change in value. 

Mr. Smrru. That, I think, is correct, Senator Carlson. I might add 
that that has no bearing whatsoever on this. This would not in- 
fluence it. 

Senator Carison. I understand that. 

Mr. Smirx. That provision arises out of a very long-standing pro- 
vision of the law that where an equity interest in a company is con- 
verted into a cerditor interest in a company, where there has been a 
stepping up from equity owner to creditor, that that is a realization 
of gain. 

I think that that basic provision is a necessary one to prevent what 
has been referred to in the street as a bail-out type of situation. 

You will recall that in the 1954 code one of the main loopholes closed 
was the preferred stock bail-out whereby a preferred stock dividend 
was issued tax-free on common stock and shortly thereafter redeemed, 
the stockholders staying in the same position as they had been pre- 
viously as regards the full ownership of the common stock, but money 
had come out of the corporation from earnings, had gotten into the 
hands of the individuals, and they had gotten that out on a capital 
gains basis. 

There is already a provision in the law, and has been for a long time, 
to prevent that sort of situation in connection with conversion from 
stock to bonds. The generalized type of abuse that might develop in 
the absence of such a situation would be to exchange part of the stock 
for bonds and then have those bonds paid off, the net consequence 
being that the stockholder still holds his common stock while he has 
gotten cash from the corporation which, if it had been distributed in 
the ordinary course of events, would have been taxable as dividend 
income, but because they went around in a roundabout way, it got out 
as capital gains, and we would regard that as an abuse. 

Senator Cartson. This happen to be preferred common stock in a 
corporation. There have been some important decisions contrary to 
what you have stated, is that not correct, in regard to the taxing of 
these preferred stocks which have been transferred into bonds? 

Mr. Siri. Tam not aware of that. 

Let. me consult. I will be glad to check it for the record. 

Senator Carson. I bring this up because it is a very recent letter 
that I have had and I want to get it clarified, and here is the place 
to do it. 

Mr. Smiru. My answer, subject to check, is that when anyone goes 
from a stock to a creditor position, and obtains bonds worth more 
than the basis of his stock he has taxable gain. 

(The information requested follows :) 

Section 354 of the 1954 Code in terms covers such an exchange of preferred 
stock for “securities,” i. e.. bonds. An exchange in order to be tax-free must 
be within subsection (a) (1) but subsection (a) (2) (B) states that subsection 
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(a) (1) will not apply if “any suc h securities are received and no such securities 


are surrendered.” (Regs. S 1.354-1 (b); S. Rept. 1622, D. 265; see also ex- 
ample (8) of regs. S 1.554-1 (d).) The word “securities” has been defined to 


include bonds and not to include stock whether it be preferred or common. See, 
) 


for example, regs. S 1.805-2 (b). 

Since the exchange does not come within the non-recognition principle of sec- 
tion 354 (a), the difference between the basis of the stock surrendered and the 
fair market value of bonds received by the taxpayer is taxable. See sections 
302 and 356 (a) of the 1954 code. The fact that the preferred stock has the 
same fair market value as the bonds received in exchange is, of course, the busi- 
ness reason for the exchange but has no relevancy with respect to the measure 
of taxable gain. 

Senator Winiiams. One item which was not mentioned in your 
report but one which I have corresponded with the Treasury on was 
in connection with a situation where the Treasury had decided under 
existing law that you would have to allow as an “ordinary and neces- 
sary’ business expense the payment of bribes or kickbac ks that were 
being made by American corporations to officials of foreign govern- 
ments. 

I would like for you to comment upon that, ant also to express your 
position on the pending amendment to correct that situation. 

Mr. Smiru. As you indicate, Senator Williams, we have had corre- 
spondence on that, and at your “request we have given you the draft 
of an amendment which would have the effect of denying the deducti- 
bility of payments made abroad that would be illegal if made in this 
country under the laws and customs of this country. 

While we recognize that this raises certain problems and difficulties 
in trying to enforce our high standards on countries where the stand- 
ards may be somewhat different, the public policy issue is such that 
we would support the amendment. 

Senator Wiitrams. You would support the amendment. Thank 
you. 

There is one other question in connection with another loophole, that 
I do not see dealt with here. In the 1951 Code, Congress dealt with 
the question of taxing cooperatives. At that time there was a differ- 
ence of opinion by some of us on the committee, but that is beside the 
point. It is my understanding that in all the court decisions which 
have arisen under existing law—and there have been several court 
decisions—the Treasury Department has been overruled, and as it 
stands now, you cannot tax either the cooperative or the farmer on 
the allocation of any of the earnings of this cooperative which are 
not made in cash or its equivalent. 

Now, am I not correct in my understanding that all the court de- 
cisions have been against the Treasury Department’s position in try- 
ing to tax the farmers on these allocations ? 

Mr. Smirn. We have lost a series of cases and have acquiesced in 
them, including very recently a case that arose from facts subsequent 
to the 1951 legislation. 

Senator Wini1ams. And you have not won any court decision; is 
that correct ? 

Mr. Smiru. We have lost them all. 

Senator WititAMs. You have lost all decisions. Does the Treasury 
not recognize, then, that under the existing Jaw you have no authority 
whatever to tax the farmer on any allocated fund which he is not 
actually receiving during the calendar year? 
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Mr. Sairu. I think that is perhaps a little bit further than the posi- 
tion we are actually in, Senator Williams. The cases we have lost 
have been ones where the allocation certificates were held by the 
courts not to have fair market value. 

Senator Witi1aMs. That is the type I am speaking about. 

Mr. Smirn. In that case we have no basis for taxing. There are still 
some allocation certificates that are made where there is interest and a 
due date. Those we can still tax. 

Senator Witi1AMs. Where there is a bond payable at a certain date 
or a note or tax, those are taxable? 

Mr. Smiru. Yes. 

Senator Wiis. I understood that. But as to those allocations 
on which there are no due dates, that are payable only at the decision 
of the organization itself, as I understand it, it is now the position of 
the Treasury Department that there is no tax due on the recipient ? 

Mr. Smrrn. No tax due until the cash is paid at such time in the 
future as it may be paid. 

Senator Wiis. Is the Treasury acquiescing in that position, 
that the farmers do not even have to report it ? 

Senator Frear. It is not limited to farmers, is it ? 

Senator Witu1aMs. Farmers or anybody, any beneficiary. 

Mr. Smiru. The aaa of not having to pay is not having to 
report. 

Senator WitiiAMs. Not having to report. 

Mr. Smitu. And under the existing law, it would be, as it is now in- 
terpreted, it would be possible for any cooperative to allocate 100 per- 
cent of their earnings under these allocation certificates and thereby 
be completely exempt themselves, and the recipient likewise would not 
be taxable, and there would be no current tax whatever. 

Senator Witu1AMs. In other words, here is a complete tax avoidance 
possibility as far as cooperatives are concerned, is that correct ? 

Mr. Smiru. I see no reason for limitation under the cases we have 
lost. 

Senator Wiiii1aMs. 100 percent. And how long has it been rec- 
ognized by the Department that this situation existed ? 

“Mr. Suirn. It is only very recently, within the last few weeks, that 
we lost the case under the post-1951 legislation. The earlier cases had 
arisen prior to 1951. The Treasury in acquiescing in those cases held 
that the intent of the 1951 legislation was such that we thought we 
had a very reasonable basis to carry through the courts again on the 
post-1951 situation. 

The case was made on that basis. The courts did not recognize it, 
and so it is very recently that we have, shall I say, been completely 
defeated. 

Senator Witu1AMs. As I understand it, it is only recently that you 
have admitted it, but it is not recently that it happened, because I 
have a letter dated July 26, 1955, from the Treasury Department signed 
by Mr. Humphrey, and it is a copy of a letter addressed to the chair- 
man of the House Ways and Means Committee. 

Mr. Smrrn. We knew the situation was bad as early as 1955, and 
advised the Ways and Means Committee as to it. 
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Senator Wixiiams. And I would like to read from that letter, I 
am reading from page 2: 

Cooperatives thereby may retain earnings for indefinite periods of time with 
no liability for income tax by either the cooperative or its members. 

So it has been for a substantial period of time that you have recog- 
nized that as far as the courts’ interpretations of our existing laws were 
concerned, you had no legal basis to collect this tax; is that not true? 

Mr. Sari. Well, we have attempted to litigate, in the absence of 
legislation, on a succession of instances that we thought we might 
win on. 

Senator Witi1aMs. But what taxes have been collected since 1955 
have been, in effect, collected on a basis of voluntary payment method, 
or on the basis of Treasury regulations and not backed up by law? 

Mr. Suir. The way the final litigation turned out, that is a correct 
statement of fact. 

Senator Wirt1ams. Now, do you have a solution to the problem, or 
is it the position of the Treasury to leave it open whereby there would 
have to be no tax paid at all in this particular field ? 

Mr. Suirn. Going back to the letter from the former Secretary 
which you have read, which was followed up by a later letter from 
Senator Humphrey, and in turn, followed up by a statement of Secre- 
tary Anderson before the Ways and Means Committee earlier this 
session, we have advised that we think legislation is necessary. 

And we are working closely with the Ways and Means Committee, 
and we hope that this will be legislation in the near future. 

Senator Wiiuiams. But pending the time of recommending such 
legislation, is it your clear understanding that this particular group 
has no taxes whatever to pay unless they just voluntarily decide as 
a matter of charity to send it in to the Government ? 

Mr. Smrru. Under the facts of the cases as they have been decided. 
And it is still a matter of fact as to whether a certificate does or does 
not have fair market value. 

Senator Winitams. What is the definition of a fair market value? 
If X individual gets this certificate and he does not have the authority 
to sell it to John Doe on a voluntary basis, he cannot transfer it, nor 

‘an he have it redeemed except at the discretion of the organization ; 
is that a modified payment ? 

Mr. Siri. I am not in a position today, Senator Williams, to 
try to give a legal opinion on exactly what these cases mean. We 
have acquiesced in the cases that we have lost, but acquiescence means 
that we are limited to that particular set of facts. 

Senator Writs. T realize that. But I would like to get this 
point clear, because I do not think we should put all of the farmers 
of this country into the position of having to go to court to get justice 
on a claim by the Treasury Department when you admit that under 
the law you have no authority to collect such a tax. 

IT think it is up to us to correct the law. Personally, I think the 
tax should be paid at one source or the other, and I have my own 
opinions as to where it should be paid. I have always felt that the 
one who kept the money should pay the tax. The cooperatives should 
have exemption on all bona fide distributions but on that which they 
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keep they should pay the tax and not tax the farmer on something 
he has not received and may never receive. 

Mr. Surru. The press release indicating that we were acquiescing 
in cases indicated further that we would as soon as possible revise the 
regulations in line with those court decisions. In other words, we 
would attempt to draw the line as we saw it on the basis of what the 
court decisions have been. It would be premature for me to try-to 
pass judgment on where that line is drawn now. 

Senator Witu1Ams. Could you furnish for the record a copy of that 
regulation recently in which you have acquiesced ? 

Mr. Smrru. I would be glad to furnish a copy of the press release. 
The revised regulation is something which a ver ‘y considerable number 
of experts in the field are wor king on. That is not ready now. I 
cannot put it in until it is ready. 

(The press release requested follows :) 

UNITED STATES TREASURY DEPARTMENT, 
INTERNAL REVENUE SERVICE, 
February 14, 1958. 
TIR-69 
TECHNICAL INFORMATION RELEASE 

The Internal Revenue Service announced today that it will follow the decisions 
in Long Poultry Farms, Inc. v. Commissioner (249 F. 2d 726 (C. A. 4, 1957) ), and 
Commissioner v. B. A. Carpenter (219 F, 2d 635 (C. A. 5, 1955) ) in connection with 
the tax treatment of allocations of patronage dividends by cooperative associa- 
tions to its patrons. Accordingly, steps will be taken to dispose of pending litiga- 
tion and claims involving this issue in conformity with the principle enunciated 
in these decisions and to conform Treasury regulations and outstanding rulings to 
these decisions at the earliest practicable date. 

Senator Wiiitams. Do you not think that it is a situation which 
should be dealt with rather promptly? Certainly, it is a wide-open 
case now, more so that it has ever been in the history of our tax strue- 
ture; is that not true? 

Mr. Smrru. That is correct. 

Senator Witiiams. And it is generally admitted that, under the 
existing interpretation, no tax whatever has to be paid at all in this 
particular field ? 

Mr. Smirn. On particular types of certificates. 

Senator Wituiams. Well, it would be possible for them to allocate 
100-percent of their earnings in this particular type of certificate, 
would it not? 

Mr. Sorru. If that is acceptable to the members, it is a matter of 
relationships within the cooperative. 

Senator WiiuraMs. That is true? 

Mr. Smrrn. I cannot pass on that. 

Senator Witu1ams. One other question, and then I will pass. There 
is another amendment pending before the committee, dealing with 
the existing rate on depreciation of oil, 2714 percent, and proposing 
to reduce it to 15. Now, that question bee been under study by the 
Treasury Department for the past several years. What are your 
recommendations? 

Mr. Smiru. We have no position on this at this time. That is 
somewhat beyond the oo of H. R. 8381, on which I am testifying. 

Senator Witt1aMs. I do not think so. The question of depletion 
is mentioned under one of the sections here. in that we carry back 
certain retroactive features. 
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Mr. Smiru. It isa fiscal-year adjustment. 

Senator WiiuiaMs. Nevertheless, this question is before the com- 
mittee. What is the position of the Department or does the Depart- 
ment have a position ¢ 

Mr. Suiru. I have no position at this time on that. 

Senator WitirAms. Could you furnish the committee an estimate 
as to the amount of revenue that would be involved in a change from 
the 27% to 15 level ¢ 

Mr. Suirn. I shall undertake to do so; yes. 

(The information was not furnished by Mr. Smith.) 

Senator Frear. Has the Senator from Delaware finished ? 

Senator Wint1AMs. Yes. I understand that the committee has filed 
with you a request for a report on this amendment, and I assume we 
can expect such a report. 

Mr. Sairu. I recognize the additional request. 

Senator Frear. The Senator from Illinois. 

Senator Dova.as. As I understand it, the deputy to the Secretary 
says that he will furnish for the committee the information on revenue 
gain by diminishing the oil-depletion allowance from 2714 to 15 
percent. 

Mr. Smiru. I just told Senator Williams I would undertake to get 
that on a statistical basis. 

Senator Douatas. I wonder if, at the same time, you would present 
information as to revenue gain if the depletion allowance were al- 
lowed to continue at 2714 percent for individuals or enterprises with 
a gross income of less than a million, and were reduced to 2144 percent 
for enterprises with gross incomes of between $1 million and $5 mil- 
lion, and 15 percent “for enterprises or individuals with incomes of 
over $5 million? In other words, a sliding scale. 

Mr. Smirn. Yes; I am aware of the Senator’s suggestion along those 
lines. I do not know that figures have been prepared on that. It 
obviously would be a considerably more difficult thing to do. I am 
not sure whether the returns are based on that, but I will say that we 
will, of course, undertake to do what we can on that. 

Senator Doveias. Would you prepare a report on this, too ? 

Mr. Smrru. Yes; I will undertake to do this. 

Senator Martone. Mr. Chairman. 

(The information was not furnished by Mr. Smith.) 

Senator Frear. The Senator from Nevada. 

Senator Martone. First, 1 am very interested in the matter of 
farmers’ welfare. Do you intend to keep trying to collect this tax, 
regardless of what the law says, just keep hammering at it? 

Mr. Saari. No, Senator Malone. We have acquiesced in the cases, 
and, as 1 have indicated, we are modifying our regulations accordingly 

Senator Matonr. There will be no litigation now ? 

Mr. Smrru. That is the whole point and purpose of the regulation. 

Senator Martone. I just wanted to make sure. Now, in the case of 
a depletion, the House Ways and Means Committee has studied that 
situation for many years, and it has been before this committee once 
or twice. The depletion allowance is the gambling money in the oil 
business. That is well recognized. It will be remembered that, all 
through Mr. Ickes’ administration as Secretary of the Interior, he 
claimed we were out of oil, we had no critical materials such as tung- 
sten, that we must save what we have and import the oil and minerals 
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He was always for repeal of the depletion allowance, which then 
would have put the country in the position that he claimed it was 
already in. That is, no oil, no minerals. That, of course, when it 
comes before this committee, will be thoroughly discussed. But, as a 
result of continuing the depletion allowance, it is the gambling money 
that the so-called wildcatter or the established company can go out 
and spend, and have the money to prospect new fields. If they fail, 
they can write it off to that extent. 

Now, would you in your investigation add this information—it 
would be very interesting to this committee. What is the amount that 
the depletion allowance, if eliminated, would mean in taxes, domestic 
and foreign? And separate the two. Foreign would mean in any 
other nation outside of the United States and its possessions. Would 
you do that ? 

Mr. Surru. I shall undertake to get that information. 

(The information was not furnished by Mr. Smith.) 

Senator Matonr. Now, at the same time—and I suppose this was 
included in the original request—divide the foreign and domestic 
revenue that would be saved to the Government if it were cut from 
2714 to 15 percent. 

Mr. Smirn. The more subdivisions that are requested, the more 
difficult it is to get answers and to be sure of them. I can only say, 
Senator, we shall do the best we can. 

Senator Matone. The more important it is? 

Mr. Smrru. Yes. 

(The information was not furnished by Mr. Smith.) 

Senator Martone. Now, is it not possible that you have already 
studied this question, because it has been before Congress for some 
years? I myself have appeared before the Ways and Means Com- 
mittee several times in support of depletion, and on every occasion 
when Mr. Ickes suggested that we were out of oil and minerals and 
he would do away with the depletion allowance. 

I showed that that was the gambling money enabling exploration in 
Nevada where there was no known oil at the time, or in Utah where 
there was little oil at the time. 

Now, every year we are discovering new oilfields. We have more 
known reserves of oil today in the United States than we have ever had 
in the history of the world, probably 3 or 4 times as much as we had 
when Mr. Ickes said we were out of oil and also was against the deple- 
tion allowance. 

So there is a definite relation in the discovery of new oilfields in the 
United States and the depletion allowance. 

Then I think it is important to know what revenue the Government 
is losing by that particular question that Senator Williams referred 
to. It is very important that a division between the foreign depletion 
allowance, foreign production of oil, and the domestic production be 
made. That you understand ? 

Mr. Smirn. I understand the request, and we will do what we can 
on it. 

(The information was not furnished by Mr. Smith.) 

Senator Martone. One more question, I think you are through ex- 
plaining the sections, are you not ? 

Mr. Smiru. Yes, I am. 
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Senator Matone. Section 4 refers particularly to policemen. Would 
you explain why you are cutting out that particular reference in 
section 120? 

You will find that on page 7 of the House report on H. R. 8381: 


Statutory subsistence allowance received by policemen. 


Would you explain in your own words why you want to cut section 
120 of the code out ? 

Mr. Smiru. That is section 4 of the bill. It is an amendment to sec- 
tion 120 of the code. 

Senator Martone. Will you explain just how you do that and why? 

Mr. Smiru. The $5 a day subsistence allowance was added to the 
code in 1954. 

Senator Martone. There was no allowance prior to that time? 

Mr, Smiru. There was no prior allowance. This was added, I be- 
lieve, in the House. The Treasury did not support the amendment 
at the time. 

Senator Matonre. Why was it allowed then ? 

Mr. Smiru. It was allowed on the ground that this was a payment 
that in a very few jurisdictions was made that was in effect—those 
who argued for it contended it was made—for a reimbursement of 
expenses. The Treasury did not at that time consider that a persua- 
sive argument. We were concerned that something would develop, 
as it has since developed. 

What has developed is that in a great many places changes have 
been made in the method of compensation reduci ing salaries and sub- 
stituting therefor subsistence allowances of $5 a day. 

Senator Matonr. Do you have documentary evidence that this has 
been done anywhere / 

Mr. Sairit. I do. 

Senator Matone. Will you submit it for the record ? 

Mr. Smirn. I shall. 

(The material referred to follows:) 


REDESIGNATION OF STATE AND Locat Potice Pay As SUBSISTENCE ALLOW- 
ANCES TO TAKE ADVANTAGE OF THE EXCLUSION UNDER SeEctTIoN 120 


The State of South Carolina in 1955 enacted a law which provided that of the 
amount appropriated by the general assembly for salaries of police officials and 
all commissioned law enforcement officers, $5 a day (or $30 a week) is designated 
a subsistence allowance. South Carolina officials were already reimbursed for 
actual subsistence expenses when on duty away from their station in an amount 
not to exceed $7.50 a day while in the State or $10 when outside the State. 

The City Councils of Columbia and Sumter, 8. C. redesignated as a subsistence 
allowance $5 per day of the policeman’s pay. The ordinance adopted on August 
17, 1955 by the City Council of Columbia, S. C., provided as follows: 

“Beginning with the fiscal year 1955-56, of the amounts appropriated by the 
City Council of Columbia, 8. C. for police officials, the sum of five ($5.00) dollars 
per day for each work day shall be designated as and shall constitute a statutory 
subsistence allowance. The purpose of this section is to give the police officials 
employed by the said city the tax benefits provided for by section 120 of the 
1954 Internal Revenue Code.” 

In case of City Policeman W. J. Shirah of Columbia, 8. C., the Internal Revenue 
Service held that the so-called subsistence allowance which he had received was 
not a statutory subsistence allowance within the meaning of section 120 of the 
1954 code but constituted compensation for services and was includible in gross 
income. The district court, however, held in favor of the taxpayer that the 
subsistence allowance was properly granted by the city ordinance and was the 
type specifically authorized by section 120 of the 1954 code and, therefore, was 
not taxable. 
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The 1956 session of the Georgia Legislature empowered governing authorities 
of political subdivisions to set apart a portion of the compensation, whether pay- 
able on a salary or a fee basis, to sheriffs, deputy sheriffs, patrolmen, policemen, 
and other law-enforcement officers, as a subsistence allowance which was not to 
exceed $5 a day for each day on duty. (Georgia Laws, 1956 session No. 450, 
H. B. 336). Section 2 of this act provided that the purpose of the law was to 
enable law enforcement officers to take advantage of section 120 of the 1954 code. 
Section 3 provided in effect that amounts which are redesignated as subsistence 
allowances for purposes of tax benefits under section 120 are to continue to be 
considered as compensation for purposes of pension rights. The provisions of 
the law are as follows: 


SUBSISTENCE ALLOWANCE FOR LAW ENFORCEMENT OFFICERS, GEORGIA LAWS, 
1956 Session, No. 450 (House Britt No. 336) 


Be it enacted by the General Assembly of Georgia: 

SEcTION 1, The governing authorities of the several counties, municipal corpo- 
rations, and other political subdivisions of this State are hereby authorized to 
designate and set apart a portion of the compensation, whether payable on a 
salary or fee basis, to sheriffs, deputy sheriffs, partolmen, policemen and other 
law enforcement officers, as a subsistence allowance, which shall not exceed five 
dollars ($5.00) for each day actually spent by such sheriff or other law enforce- 
ment officers in the performance of his duties. 

Sec. 2. It is the purpose of this Act to enable such sheriffs and other law en- 
forcement officers to receive for income tax purposes, the benefits of the non- 
inclusion in gross income of subsistence allowances, as authorized in the Internal 
Revenue Code of 1954, Title 26, Section 120, and to this end, the General Assembly 
recognizes that such sheriffs and police officers are required by virtue of their 
duties to incur expenses not generaly incurred by other officials and professions. 

Sec. 3. Nothing in this Act shall affect any present pension system of any 
county, municipal corporation or political subdivision of the State of Georgia or 
any rights of any person under any present pension system of any county, 
municipal corporation or political subdivision. 

Sec, 4. All laws and parts of laws in conflict with this Act are hereby repealed. 

Approved March 9, 1956. 

Several Georgia cities, and at least one county, have taken advantage of this 
authorization and have redesignated a portion of city (or county) police salaries 
as subsistence allowances. These include Atlanta, Savannah (and Chatham 
County), Albany, and Marietta. 

Two cities in North Carolina, Mount Airy and Gastonia, have redesignated a 
portion of city police salaries as subsistence allowances. Several other cities in 
North Carolina have requested information from the office of the district director 
of internal revenue relative to the adoption of such a plan. 

The city of Houma, La. has pased an ordinance, effective January 1, 1958, per- 
mitting policemen to exclude $5 a day from taxable income. 

The following bill was introduced in the City Council of Pittsburgh, Pa., on 
October 21, 1957: 


FILE oF CouNCIL, CITy OF PITTSBURGH. SERIES 1957 


File No, 1997 
sill No, 3561 
Presented by Mr. Oblum, October 21, 1957. In Committee on Finance, October 
22, 1957. Affirmatively Recommended 
An Ordinance designating Five Dollars ($5.00) for each workday of police officials as a 
statutory subsistence allowance 
The Council of the City Of Pittsburgh hereby enacts as follows: 

Section 1. Effective immediately, of the amounts appropriated by City Coun- 
cil for police officials, the sum of five dollars ($5.00) per day for each work day 
shall be designated as and shall constitute a statutory subsistence allowance. 
The purpose of this section is to give police officials employed by the City the 
tax benefits provided for by Section 120 of the 1954 Internal Revenue Code. 

Sec. 2. The statutory subsistence allowance hereby provided shall continue in 
effect until this ordinance is repealed. 

Sec. 3. That any ordinance or part of ordinance, conflicting with the provisions 
of this ordinance, be and the same is hereby repealed so far as the same affects 
this ordinance. 
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This bill was not passed. 

Revenue agents in certain districts have found that local police were deducting 
$1,500 from their salary as subsistence allowance although there was no statute 
or ordinance designating part of their compensation as subsistence allowances. 

TYPES OF OFFICERS WHO QUALIFY AS “POLICE OFFICIALS’? UNDER SECTION 120 

The Internal Revenue Service has received numerous inquiries as to whether 
certain types of officers would qualify as “police officials” under section 120. 
Specifically mentioned in inquiries are: sanitary and building inspectors who 
carry police badges and are given certain police powers, guards or wardens of 
prisons or public works camps operated under the State Board of Correction 
who have all powers of a police officer in the State including but not limited to 
making arrests under criminal law, sheriffs of civil courts of records, bailiffs of 
the several courts, probation officers and other workers in juvenile and superior 
courts, and rangers of State fish and wildlife divisions. 

Might I just add on the revenue impact of this, as is indicated in 
the House committee report, thus far the amount of revenue con- 
genes according to our best estmate, is that it would be about $300 on 
a year. But af it goes all the way, it would be $50 million a ye 

We also are aware not only of changing the method of i ee 
for police olhnetd, those at present “qualified as police officers, but 
there have been attempts to have other employees, State and munici- 
pal, qualified as police officers. I have in mind such things as build- 
ing inspectors and other inspectors that come under this prov ision. 

Senator Martone. Does the Treasur y Department take the position 
that a building inspector is subject to call like a police officer any time 
of day or night ! ¢ 

Mr. Smiru. You are getting into details there that I am not familiar 
with, Senator Malone. 

Senator Martone. Well, I do not think you are either. But it is ob- 
vious to anyone that they are not, nevertheless, the Treasury always 
has opposed it, and now it is an outright repeal, with no attempt to 
amend it to prevent such abuses as you have outlined. 

Mr. Smrri. All individuals would still be subject to the rules exist- 
ing for all employees as to the deductibility of their expenses. All 
that we object to is a general statutory provision that authorizes a 
favored treatment for a group of citizens, many of whom have no 
additional expenses, no reimbursement. We think all citizens should 
be treated exactly the same under the law as to oe extent to which 
they are permitted to take deductions for their business and profes- 
sional expenses. 

Senator Martone. In other words, a peace officer that is subject to 
call 24 hours a day should not have any advantages that would not 
aeerue toa regular 8-hour-day man / 

Mr. Smiru. I did not say that, Senator. I said that he should 
not by statute have any different treatment than anybody else that 
might be subject to 24- hour-a-day call. 

Senator Martone. You are saying in effect, that he should not 
have any statutory advantages. 

Mr. Smiru. As compared to anybody else who is subject to call 2 
hours a day. . 

Senator Maronr. We could go into that. You mentioned a building 
inspector. You do not generally consider a building inspector on a 
24-hour call ? 

Mr. Smiru. Many police officers are not. 


29196— 58 6 








76 TECHNICAL AMENDMENTS ACT OF 1958 


Senator Matone. Most of them are, I think we will agree. But I do 
not want to argue with you. I would like to ask permission to put in 
the record a letter addressed to me dated Febr uary 27 by Robert J. 
Galli, Sparks, Nev., a letter addressed to Senator Bible dated Febru- 
ary 7, signed by Robert J. Galli, chief of police of Sparks, Nev., and a 
letter from William Lov ejoy, secretary of the welfare association of 
the Oakland Police Department. 


Senator Frear. Is there objection? Without objection, these letters 
will be admitted. 


(The letters referred to areas follows.) 


CITY OF SPARKS, 
DEPARTMENT OF POLICE, 
Sparks, Nev., February 18, 1958. 
Refer : 194.7. 
Hon. GEoRGE W. MALONE, 
United States Senate, Washington, D.C. 


DrEAR SENATOR MALONE: May I invite your attention to pages 4, 5, and 6 of the 
Police Chief. Also I am enclosing a copy of my letter to Senator Bible for your 
information. 

To repeal section 120 will defeat the purpose of fair legislation. However, if 
section 120 were amended to prevent any abuse of the law, this action would 
maintain the original interest of section 120. I’m sure your decision and actions 
in this matter will be wise and just. 

Respectfully yours, 


Ropert J. GAL, Chief of Police. 


CIrTy OF SPARKS, 
DEPARTMENT OF POLICE, 
Sparks, Nev., February 7, 1958. 

Hon. ALAN BIBLE, 
Committee on Interstate and Foreign Commerce, 
United States Senate, Washington, D. C. 


DrAR SENATOR BIBLE: Reference to your letter dated January 15, 1958, regard- 
ing section 4 of H. R. 8881. I do agree that the subsistence allowance section 
is being abused ; however, I also feel that the fault is in part due to section 120 
in its original form. 

Perhaps the solution to this situation is not to repeal section 120 but to amend 
the section in a manner that no allowance can be attached to a salary. It may 
be possible to establish a subsistence allowance form, similar to the W-2 form, 
which all political subdivisions could present at the end of each calendar year. 
The form could be attached to the income tax return form same as the W-2 

I have discussed this problem with an accountant and it is agreed that an 
amendment to section 120 could be devised to eliminate any unjust claims. How- 
ever, it is felt that a city, county or State should show ample evidence and justi- 
fication for any subsistance allowances, which under section 120 is not necessary. 

It is my firm belief that an officer’s repens allowance should be deductible 
to a maximum of $5 per day. However, I do agree and believe that the “allow- 
ance” should not be part of a salary and a penalty provided for any violations. 

Thank you for your consideration and I know whatever action you will take 
in this matter will be fair and just for all concerned. 

Respectfully yours, 


Ropert J. GALut, 
Chief of Police. 


WELFARE ASSOCIATION, 
OAKLAND POLICE DEPARTMENT, 


Oakland, Calif., February 12, 1958. 
Hon, GrorcE W. MALONE, 


United States Senate, Washington, D. C. 


Dear Sir: It is our understanding that H. R. 8381, an internal revenue 
measure, has been reported out of the House of Representatives, 85th Congress, 


on January 28, 1958. This bill has been referred to the Senate Finance Com- 
mittee. 
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The policemen and firemen of California are striving to achieve professional 
status and are extending every effort to have for our State the most proficient 
and effective law enforcement and fire-fighting agencies in the Nation. A logical 
objective in our efforts to raise our standards is to guarantee an adequate and 
certain retirement income. H. R. 8381, by eliminating the community property 
benefits allowed us by California law, will depreciate the value of our earned 
retirement. 

We are certain that the income accruing to the Federal Government from the 
provisions covering community property States in H. R. 8381, are not sufficient 
to merit the unhappy effect of the bill on all retired persons now residing in Cali- 
fornia and on all police and firemen of the State. 

Our membership is greatly concerned with this issue and we ask that you elimi- 
nate that section dealing with community property States, from H. R. 8381, so 
that we may continue to enjoy the present coverage under the Internal Revenue 
Code. 

Very truly yours, 
WILLIAM Lovesoy, Secretary. 


Senator Martone. And also a description and a discussion of this 
particular legislation found on pages 4, 5 and 6 of the Police Chief of 
February 1958. 

Senator Frear. Without objection, it will also be admitted and made 
part of the record. At the request of Senator Bible, I submit for the 
record several letters he received opposing section 4. 

Senator Martone. Thank you. 

(The article and letters referred to are as follows :) 


[From the Police Chief, February 1958] 
H. R. 8881 Woutp Repeat PoLice SUBSISTENCE PAYMENTS 


Now before the United States House of Representatives is a bill, H. R. 8381, 
amending the Internal Revenue Code of 1954 “to correct unintended benefits and 
hardships and to make technical amendments, and for other purposes. It is 
known as the Technical Amendments Act of 1957. 

Introduced in the first session of the 85th Congress by Congressman Wilbur D. 
Mills, of Arkansas, chairman of the subcommittee studying amendments to the 
Internal Revenue Code, H. R. 8381 was reported out of the Ways and Means 
Committee and is pending on the House Calendar. It was not called up for debate 
at the first session, due to intervention of the year-end recess, but may be brought 
before the House at any time during its current session. Since it has been ap- 
proved by the House Committee on Ways and Means, no further hearings will be 
scheduled and it may be amended on the floor only by a committee member. 


WHAT H. R. 8381 WOULD DO 


H. R. 8381 contains 81 sections repealing, clarifying or amending various provi- 
sions of the Internal Revenue Code of 1954, ranging from denying a taxpayer 
dependency exemption for a member of his household if the relationship between 
them is in violation of local law, to the more complex facets of corporate and 
estate taxes, etc. 

However, section 4, titled “Statutory Subsistence Allowance Received by Po- 
lice,” provides that section 120 (of the Internal Revenue Code of 1954), relating 
to statutory subsistence allowance received by police, is hereby repealed. 

Section 120 of the Code permits police officials of State and local governments 
to exclude from taxable income subsistence allowances not in excess of $5 a day. 

Enactment of H. R. 8381 simply removes this exclusion from taxable income 
of police officers. The Treasury Department made the proposal to the House 
subcommittee, together with other recommendations, because “this provision was 
originally designed to cover subsistence allowances of police only because it was 
thought that they generally were required to make more trips away from posts of 
duty than was true in other cases.” 

“However,” says the report of the House Rules Committee on Ways and Means, 
“since the adoption of this provision in 1954, amounts which in fact constitute 
ordinary police salaries have been designated as subsistence allowances in some 
cases to obtain the benefits of this exclusion. In addition, your committee be- 
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lieves that this exclusion is inequitable since there are many other individual 
taxpayers whose duties also require them to incur subsistence expenditures re- 
gardless of the tax effect. Thus, it appears that certain police officials by reason 
of this exclusion are placed in a more favorable position taxwise than other 
individual income taxpayers who incur the same types of expense. Moreover, 
subsistence expenses incurred by taxpayers generally in the performance of 
service as employees while away from home in any case are deductible. 

“Therefore, to bring the tax treatment of subsistence allowances for police 
officials into line with the treatment of such allowances in the case of other tax- 
payers, your committee’s bill repeals section 120 of present law which provides 
this special allowance. This change is made effective with respect to taxable 
years beginning after December 31, 1956. 

“Available information indicates that at the present time at least two States, 
Georgia and Indiana, have State police who qualify for this exclusion. If 
the revenue gain from repealing this provision is limited to the police of these 
two States, it is estimated that it would amount to about $300,000 a year. How- 
ever, should all State and local governments change their pay classifications for 
police so as to allow the maximum daily subsistence allowance under this pro- 
vision, the ultimate revenue which the repeal of this provision would entail 
could amount to as much as $50 million a year.” 


COURT DECISION IN SOUTH CAROLINA 


Proposal of the Treasury Department to include in H. R. 8381 provision for 
repeal of section 120 of the Revenue Code was sparked by a decision of the 
United States District court in South Carolina. 

In 1955 the Legislature of South Carolina enacted Act 234, titled “An Act to 
Provide for a Subsistence Allowance from the Amounts Appropriated by Acts 
of the General Assembly for Police Officials and All Commissioned Law Enforce- 
ment Officers.” Act 234 was approved by the Governor of South Carolina May 
25, 1955. In effect, the act provided that beginning with the fiscal year 1955-56, 
of the amounts appropriated by the State for police officials and all commis- 
sioned law-enforcement officers, the sum of $5 a day for each regular workday 
was designated as a “statutory subsistence allowance.” Since such subsistence 
allowance was excludable from taxable income, it had the practical effect of 
giving such police and law enforcement officers an increase in take-home pay. 

The city of Columbia, 8. C., had enacted an ordinace on August 17, 1955, pro- 
viding that of the amounts appropriated by the city council for police officials, 
the sum of $5 per day for each work day “shall be designated as, and shall con- 
stitute a statutory subsistence allowance.” The purpose of the ordinance was 
spelled out: “to give police officials employed by the said city the tax benefits 
provided for by section 120 of the 1954 Internal Revenue Code.” 

The $5 per day tax exemption was subsequently claimed by Police Officer 
J. W. Shirah, of Columbia, and his wife on their 1955 tax return. The exemp- 
tion was denied by the Internal Revenue Service. Officer Shirah instituted suit 
in the District Court of the United States for the Eastern District of South 
Carolina, Columbia division. The court handed down opinion (C/A 5816, Oc- 
tober 4, 1957) in favor of the plaintiff. 

In his decision, Judge George Bell Timmerman said: “The main contention 
of the defendant is that the ordinance of the city of Columbia did not, under its 
Treasury Regulation, section 1. 120 (a), grant or give a statutory subsistence 
allowance to its policemen. Even conceding that the Treasury Department has 
the power to enact supplemental legislation affecting the subject matter of the 
congressional act, it hardly can be aid that the Treasury Department has the 
power to change either the meaning or the intent of the congressional enact- 
ment. Assuming the correctness of what is last stated, it is appropriate to turn 
to what Congress had to say about the intended meaning of section 120 of the 
Internal Revenue Code of 1954. 

“By turning to pages 4176 and 4826 of volume 3, United States Code, Congres- 
sional and Administrative News, 83d Congress, 2d session, 1954, it will be 
seen how both the House and the Senate regarded section 120. ... From the 
foregoing (House report), it is manifest that the Congress of the United States 
had some feeling for federally overtaxed police officers, who night and day are 
on duty to protect the lives and property of individual citizens and who run 
great risks in doing so. As there stated, section 120 was new and it was in- 
tended to grant a new, not an old exclusion from gross income. Plainly what 
Congress intended was to reduce taxes to be levied on the meager incomes of 
police officers * * *.” 
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The decision concluded “that the amount of $540 receivd by the plaintiff 
W. J. Shirah as a statutory subsistence allowance during the calendar year 1955, 
after August 17, and thus paid to him as a member of the police deparement of 
the city of Columbia is not taxable as part of his gross income.” 

Meanwhile, the Internal Revenue Service announced its position relative to the 
excludability of subsistence allowances to police officers in its ruling 57-46. 
This ruling read: * * * “The amount of $5 per workday designated as a ‘sub- 
sistence allowance’ for police officials and all commissioned law enforcement 
officers under Act 234, Acts of South Carolina, 1955, is not a ‘statutory subsistence 
allowance’ within the meaning of section 120 of the 1954 code but constitutes com- 
pensation for services rendered and is includible in gross income under section 
61 (a) of the code.” 

The ruling further stated: “Pursuant to the South Carolina law, highway 
patrolmen are assigned territories which allow them to live at home to the ex- 
tent that they eat all three meals at home each day. No expenses are incurred 
while on duty, as State-owned automobiles are furnished, together wtih all gas, oil. 
and repairs. If, at any time, a particular patrolman is assigned temporary duty 
away from his station, such patrolman is reimbursed for actual subsistence in an 
amount not to exceed $7.50 per day while in the State or $10 when outside the 
State. Act 234, supra, does not provide for any kind of expenses incident to the 
performance of police duty, the travel allowance for expenses up to $7.50 or $10 
per day for temporary duty assignments away from an official station having 
been provided for in earlier legislation. Act 234 has not affected the amount of 
money received by patrolmen. It merely designates that, of the amount ap- 
propriated for a patrolman’s salary, the amount of $5 a day for each regular work- 
day or $30 each week represents a statutory subsistence allowance. No concur- 
rent laws have been enacted to specifically increase or decrease the rates of pay of 

highway patrolmen * * *, 

“The term ‘statutory subsistence allowance’ as used in section 120 of the code 
is an established amount, apart from salary or other compensation, which is au- 
thorized to be paid to an individual who is employed as a police official for meals 
and other incidental expenses in connection with his duties, and must accord- 
ingly be designated to provide for the cost of subsistence expenses incident to the 
performance of police duties. The allowance under Act 234, supra, does not 
satisfy such atest. The mere designation of an amount paid to a police officer as a 
subsistence allowance will not serve to exclude such amount within the meaning 
of section 120 of the code. 

“Accordingly, it is held that the so-called subsistence allowance of $5 per day 
payable under Act 234, Act of South Carolina, 1955, is not a ‘statutory subsistence 
allowance’ within the meaning of section 120 of the code but constitutes compensa- 
tion for services rendered and is includible in gross income under section 61 (a) 
of the code.” 

The Internal Revenue Service, noting the United States district court decision 
in the case of W. J. Shirah and Cleopatra Shirah v. The United States of America, 
therefore proposed repeal of section 120 as one of the provisions in H. R. 8381 “to 
correct unintended benefits” and the House Ways and Means Committee accepted 
the proposal. 

ACTION BY POLICE GROUPS 


Many police groups and organizations throughout the United States have taken 
action to protest the provision for repeal of section 120. Last month the Pelice 
Chief published appeal of President Martin O. Betz, New Hampshire Association 
of Chiefs of Police (Portsmouth, N. H.) for concerted effort in protesting to mem- 
bers of the House of Representatives such repeal. 

In the majority of police jurisdictions section 120 of the Internal Revenue Serv- 
ice affords justified relief from taxation on moneys spent for subsistence. While 
the Congress is concerned with eliminating income tax relief preference to any 
special group, it would not seem that undue advantage has been taken of section 
120 to justify its outright repeal. 

Col. W. C. Dominy, directory of the Georgia State Patrol, has widely circu- 
lated letter from Attorney Frank Edwards, of the Peace Officers’ Association of 
Georgia, summarizing the effect and present status of H. R. 8381. 

Secretary-Treasurer Royce L. Givens, of the National Conference of Police 
Associations, has also issued bulletin to members of that organization giving 
complete information on section 4, H. R. 8381 and suggesting that individual Con- 
eressmen be advised of the objection to it; and, further, if H. R. 8381 is enacted 
by the House, that no time be lost in contacting members of the Senate, express- 
ing opposition to the repeal of section 120, Internal Revenue Code of 1954. 
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Chief Herbert T. Jenkins, of Atlanta, Ga., sergeant-at-arms of the IACP, 
supports the position of the Georgia Peace Officers Association and asks that 
the IACP, through an appeal to members, give all possible assistance. “The 
bill * * * will disallow any future deductions from gross income,” he points out, 
“of any statutory subsistence allowances, to be effective December 31, 1956. If 
this becomes law, no deduction will be possible beginning January 1, 1957 and 
for and after the taxable year 1957. Insofar as the taxable year 1956 is concerned, 
that is the subject of the litigation we are about to begin.” 

Chief Robert V. Murray, Metropolitan Police, Washington, D. C., third vice 
president of IACP, addressed a query to the Internal Revenue Service regarding 
the matter. The reply stated, “You ask two specific questions: (1) a hypothetical 
question as to the effect on a statutory subsistence allowance of reductions for 
pension contributions ; (2) whether it is anticipated that the Service will seek the 
repeal of section 120. It is the stated policy of the Service to refrain from issuing 
a ruling on a hypothetical set of facts. Consequently, it is not possible for us to 
give an opinion in this situation you present.” Chief Murray was referred to 
H. R. 8381, the report of the Committee on Ways and Means accompanying the 
bill, and to Internal Revenue Ruling 57-46. 

Other police organizations and associations are urgently requested to consider 
sending immediate protests to section 4 of H. R. 8381 to the Congressmen of their 
State. Individual members are also asked to contact their Congressmen ex- 
pressing the view that section 120 of the 1954 Internal Revenue Code should not be 
repealed, and, if some change is needed, that it be made without repealing the 
statute or placing a restrictive date on its operation as proposed by the Internal 
Revenue Service. 


STATE OF NEVADA, 
DEPARTMENT OF Moror VEHICLES, 
NEVADA HIGHWAY PATROL DIVISION, 
Carson City, Nev., January 2, 1958. 
Hon. ALAN BIBLE, 
United State Senate, Washington, D. C. 


My Dear Senator: Enclosed find verifax copies of correspondence directed to 
our attention by Col. W. C. Dominy of the Georgia State Patrol, regarding H. R. 
8381, section 4, which proposes to repeal in its entirety section 120 of the 1954 
code having to do with subsistence allowances for police officers of State and 
local governments. That particular section (120) of law, grants relief from 
taxation covering legal subsistence allowance to police officers, while on official 
duty for their department. 

This legislation directly affects the Nevada highway patrol and listed below 
are our objections to this bill, and we ask you to strenuously voice our opposition 
to this legislation. 

1. Because of our small organization in personnel numbers, and because of 
the great expanse of area in our State, the officers in our department must be 
flexible to move at any time anywhere in our State. 

2. Our officers are allowed by State statute, per diem to defray the actual 
expenses involved ($10 in State; $15 out of State) by the officers while on 
assignment away from his home base of operation. 

3. If this legislation is passed it will seriously affect the operation of our de- 
partment, because the salary scale of enforcement agencies is not of sufficient 
stature for any officer to be able to maintain his own family obligations, and 
also have to be subjected to taxation on legal subsistence, which is provided 
for by the State legislature. 

4. This proposed legislation will also affect local and county police officers, 
who may be away from their departments on criminal matters, or in other 
States on matters of extradition. 

These basic objections are listed to bring forth the seriousness of this proposed 
legislation and to the ramifications to the enforcement agencies in our State 
that will be affected, if it is passed by the Congress. 

I earnestly solicit your aid in bringing this matter to the attention of the 
Members of the Congress, and to urge them to leave the statute as it is in its 
original form, as passed in 1954. 

Anything that you can do to assist in this matter will be greatly appreciated. 

Very truly yours, 
Ropert J. CLARK, Director. 
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SHERIFF OF LYON Counry, 
Yerington, Nev., January 8, 1958. 
Hon. ALAN BIBLE, 
Senate Office Building, Washington, D. C.: 

DEAR SENATOR: This letter is written relative to H. R. 8381, section 4, which 
proposes to repeal in its entirety section 120 of the 1954 code, having to do with 
subsistence allowances for police officers, section 120 covers relief from taxation 
on legal subsistence allowance to police officers while on official duty for their 


department. 
Obviously my department which consists normally of about nine men objects 


to this repeal. We find it necessary throughout a year’s time to do considerable 
traveling in the conduct of our normal police work. We do not believe that we 
should be taxed on an allowance which is made to us while we are away from 
home. No subsistence we could conceivably receive would actually pay the ex- 
pense of these trips, and we do not wish to be taxed on top of it. 

We would appreciate your efforts in this regard. We know that we are joined 
in this thinking by all others in our line of endeavor, and most particularly the 
officers of the Yerington City Police. 

Cordially yours, 
CLAUDE L. KEEMA, Sheriff. 
Ey, NEv., January 16, 1958. 


Hon. ALAN BIBLE, 
United States Senate, Washington D. C.: 


Eastern Nevada Peace Officers Association go on record as opposed to repeal 


of H. R. 8381, section 120. 
EASTERN NEVADA PEACE OFFICERS ASSOCIATION, 


CHRISTINE RUSSELL, Secretary. 


Senator Frear. Senator Long. 

Senator Lone. I just want to ask a few questions here. Section 2 
of this bill would increase the taxes on the retired persons in commun- 
ity property States by denying them what has always been the right 
under the community property law of dividing the income equally y 
between husband and wife. I thought, Mr. Smith, that that thing 
had been settled long before I came to Congress; that the nature of 
community pr operty income was well recognized and that had been 
thought out in Congress. It will be recognized that the answer to 
that issue was not to deny people in community property States the 
right of regarding that income as being equally that of husband and 
wife, but instead to amend the law as it was done to permit husbands 
and wives in noncommunity property States to split their income the 

same way they did in other States. 

Now, why did the Treasury want to go back and start that fight all 
overagain? I just do not understand it. 

Mr. Smirn. The Treasury is very sympathetic to this amendment. 
We think it is necessary to carry out the intent of the 1954 legislation, 
which was to provide through the retirement income credit a treatment 
substantially similar to that available under social security. 

Senator Lone. Let me just tell you about this soe ‘ial security. In 
the first place, no one particularly noticed that under social security. 

As far as the tax was concerned the fact that you treated community 
property income as being the income of the husband alone, made no 
particular difference as far as the tax was concerned. 

Suppose you had a man working for $4,200. If you regard his wife 
as earning half that income to m: ike it $2,100 and $2,100, vou still have 
a 3-percent tax on $4,200, and so the tax collection would be exactly 
the same in either event. And that being the case, it was a distinction 
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without a difference as far as the tax was concerned. But that should 
certainly be no precedent. 

Mr. Smiru. But, Senator Long, this deals with benefits. We were 
frankly amazed and perturbed in the preparation of regulations 
under this because it turned out, as we regarded it for the first time, 
that a new discrimination or distinction between community prop- 
erty and noncommunity property States had arisen under the letter 
of the retirement income provision. We had a uniform treatment 
under split income for income tax purposes in general. We had a 
substantially uniform provision under the marital deduction under 
the estate tax. We had a uniform provision under the social-security 
tax. And then it suddenly turned out that there were differences 
here. This was a surprise—because in the discussions in the House 
where this was first processed, and to the best of my recollection 
in the discussions here, the presumption all along was that this was 
to be analogous to, as nearly as possible, comparable to social- security 
benefits. 

Senator Lone. If someone would, after the long experience in these 
nonecommunity property States, introduce a proper amendment, to 
let them split their retirement income the same as they do in property 
States, I submit that would be more important than what you are 
trying to do by raising the tax on our old folks. How much would 
it cost to do what I am suggesting, letting the folks in the noncom- 
munity property States split their income? 

Mr. Smrrn. I do not have a figure on it. I have not even thought 
of it. It seems to us clear that the 1954 intent was to have the re- 
tirement income provision conform to the social-security provision. 
This in the most literal sense of the term comes within our concept 
of an unintended benefit. 

Senator Lone. Let me tell you, Mr. Smith. I was on the commit- 
tee, and we usually look to the intent of the legislator rather than 
the intent of the Executive. 

Mr. Sarrnu. I fully appreciate that, Senator. 

Senator Lone. And I will guarantee that it is my intent that those 
old folks would get that benefit as far as the other members of the 
committee were concerned at that time. And my information is that 
it would only cost $15 million to let the aged people in all the other 
States have the same benefit that people have in community property 
States. 

Mr. Siri. Including social security ? 

Senator Lone. Not including social security, leaving social security 
out of the picture. 

Mr. Souirn. Then the retirement incomes does not conform to the 
social-security treatment, and that would be 

Senator Lona. And so what? Does your life insurance policy con- 
form to social security ? 

Mr. Smiru. No. But the difference between the community prop- 
erty States and noncommunity property States, I thought, with this 
one exception which now it develops exists, had been conformed under 
the income tax law. 

Senator Lone. There is never any exception as far as the taxation 
of community property income, the tax treatment was uniform, that 
was always regarded as being equally the income of husband and wife 
and taxed accordingly. 
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Now, it has been urged many times that this tended to discriminate 
in favor of community property States. And that was resolved and 
settled by saying, all right, let those people in noncommunity prop- 
erty States split their income the same as they do in community prop- 
erty States. And that is the only sensible way to do it, not to take 
something away from the community property State, but just give 
the people in the other States the same break. 

And I submit that that is the answer to this one. Now, so far a 
trying to violate that principle, I know none of us who voted for 
social security had any idea of destroying the principle of taxation 
in community property States. And so far as being willing to let the 
other States have the same tax treatment, we are certainly in the 
minority in community property States, we are not trying to take 
anything from them, but we do not want them to take anything from 
us, it is just about that simple. 

I would appreciate it if you would check to see what the cost would 
be as far as your tax retirement income benefit, that is, to permit 
the other States to have the same tax treatment of retirement income. 

Mr. Smiru. We shall have to get a figure on that, Senator Long. 

(The information requested follows :) 

The figure of $15 million used by Senator Long is consistent with a Treasury 
estimate. 

Senator Lone. I notice in the discussion of section 37, which relates 
to the foreign tax credit, you oppose that section, and I believe the 
Ways and Means Committee agreed unanimously to that provision, 
did they not? 

Mr. Smirxn. I do not know whether it was unanimous or not. I] 
cannot speak for that committee. 

Senator Lone. It was my understanding that that was unanimously 
agreed to. 

Let me ask you this: If a company is trying to do business, let us 
say, in Pakistan, and you make an installment sale on which they 
have got a profit of $100,000, and Pakistan has a tax of about 60 
percent on that profit, and we have a tax of 52 percent ,if that company 
is doing business on the installment basis and Pakistan insisted that 
they tax them on the accrual basis, the credit would fall in 1 year at 
60 percent. In the next year you would have a tax, the United States 
tax, of 52 percent, because the company is doing business on the 
installment basis. 

And, that being the case, that is a total tax of 112 percent. If 
these people were permitted to average across their overall business, 
they could perhaps take their foreign tax credits to get their profit 
in some other country; but they cannot do it, they have got to take it 
by a country-by-country basis. 

That. would be a tax of 112 percent on profit, would it not? 

Mr. Sairu. I do not believe they are additive in that sense. My 
mental arithmetic is not too quick on that. My first observation was 
that a company is doing— 

Senator Lone. Sixty and fifty-two is a hundred and twelve. 

Mr. Surriu. I understand the two add up to that amount. But I 
doubt whether the net effect is that tax on the total: I think there may 
be some consequences of deductions. 
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But my main observation on that is that if a company is doing busi- 
ness continuously and consistently, these deductions would tend to 
wash out. 

Senator Lone. But suppose Pakistan 1 year had plenty of dollars, 
so 1 year they can trade with us; and the next year they cannot. So 
a person makes a transaction where 3 in 1 year he has got a profit of 
$100,000 on which he is taxed 60 percent in Pakistan for $60,000; 
the next year he has got a tax of 52 percent, or $52,000, on profit on 
the same transaction. And that adds up to 112 percent on profit. 

Now, if he were in position to take his tax credit, he would not be 
particularly upset t about that. He could take his $60, 000 credit for 
what he paid in Pakistan against the $52,000, and he would not owe 
any tax beyond that, and that is the way Congress intended it would 
work. 

But if we insist on making them keep their books one way and the 
foreign country makes them keep their books a different way, why 
should we not make some allowance for the fact that the income falls in 
two different years? 

Mr. Soir. Senator, there are many different problems in the tax- 
ation of foreign income. There are many very fundamental problems 
which need consideration : and determination. It is our impression, our 
strong impression 

Senator Lone. My general impression is, Mr. Smith, that if they 
sit around and wait until the Treasury brings relief to the people, 
about half the time it never happens. 

Mr. Smirn. This particular provision, which costs, according to 
our best estimates, $5 million a year, is a very limited application spe- 
cial relief type provision, which does not get at the very basic problem 
of the taxation of foreign income with reference to the ‘development of 
foreign private investment abroad, and as I said in my statement, we 
are opposed to this special relief provision, and we oppose it as being 
included in this bill. 

Senator Jenner. I have a short question I think would fit right in 
this, if the Senator would yield. 

In answer to Senator Williams a while ago, you said that the corol- 
lary of not having to pay is not having to report, referring to the co-ops 
and so forth. 

Mr. Smirn. Yes. 

Senator Jenner. This bill requires United States citizens resident 
abroad to report their earned income, which is excluded from the 
United States tax. Why this distinction ? 

Mr. Smiru. This is an entirely different point, Senator Jenner, from 
what Senator Long is raising. 

Senator Jenner. It isa different point? 

Mr. Smirn. Yes. 

Senator JENNER. Why the difference, then ? 

Mr. Smrru. Shall I complete my statement on Senator Long’s ques- 
tion ? 

I do have one additional point, if I may, and then I can deal with 
your point. 

Senator Lone. Let me say, Mr. Smith, I do not regard anybody 
paying | 112 percent on income as being a special interest. 

Mr. Sarrn. I now have the point 1 thought was wrong on adding it 
up. Taxpayers always have the option of taking the foreign tax as 
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a deduction and paying the United States tax on the amount of for- 
eign income after the foreign tax, so the two do not, if the taxpayer 
conducts his affairs in what would seem a reasonable manner, add up 
to 100 percent. There is first the deduction of the foreign tax; then 
there is the United States tax on the rest of it. It is somewhat analo- 
gous to the system that some merchants have of discounts, 50 percent, 
plus 25, plus 25, plus 10, and so forth, and it looks as if they pay you 
10 percent to take it away. 

The foreign tax deductions work in that manner, but it does not add 
up to 112 percent. 

Senator Lone. You feel that he is adequately cared for and he could 
take a 60-percent deduction on his $100,000, and he could pay 52 per- 
cent tax on oes was left over, so he could wind up with about 

Mr. Surru. I did not mean to say that there is not a problem there. 
I merely say that the magnitude of the problem is not as indicated 
by the proposition that the tax would exceed 100 percent. That is 
my point. 

Senator Lone. If a person were not subjecting himself directly to 
the jurisdiction of his country but doing business as a foreign sub- 
sidiary, he would not have these problems. He would be able to avoid 
that ty pe of taxation, would he not / 

Mr. Sarru. I think the same type of problem would apply in con- 
nection with dividends from a foreign subsidiary. There is more 
latitude on timing their payments. 

Senator Lone. He would get 85 percent—he would only pay tax on 
15 percent. 

Mr. Smiru. No. From foreign corporations you do not get the in- 
tercorporate dividend credits, because the foreign subsidiary itself was 
not subject to United States tax, so there is no multiple tax. Divi- 
dends from foreign subsidiaries are brought in subject to the full 
United States tax. 

May I turn to Senator Jenner’s point. 

This is an entirely different point, Senator Jenner. You will re- 
call that income earned abroad by two categories of United States 
citizens, those who have bona fide residences abroad, and also those 
who are in foreign countries for 17 out of 18 months, even though they 
do not have foreign residences, are not subject to United States tax. 

In the first instance, it applies without limit. And in the second 
instance, it applies with the ceiling of $20,000. 

There is considerable uncertainty, in some instances, I am. quite 
sure, honest uncertainty, as to what is earned income and what is not 
earned income. There is also uncertainty as to where income is earned. 

If an American resident abroad is handling a legal case which in- 
volves his presence in some foreign courts, and also in some American 
courts, or if he comes to this country to get material or to discuss it 
with his client, there are obviously problems of allocation of income 
as to where it is earned. 

There is also the question as to whether income is attributable to 
effort or to capital, If you have a business proprietorship or partner- 
ship, which has capital invested, and there are certain total earnings, 
is that earned income or is it attributable to the fact that you have 
capital investments? Is it investment income? 

Now, under the present law, the Internal Revenue Service is under 
a very great handicap in getting information that is appropriate, 
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that is necessary, to make the factual determinations as to the validity 
of the presumptions on the part of taxpayers that their income is not 
subject to tax because, in their opinion, it is earned income. 

This is something we have been concerned with in the Treasury as 
well as the Internal Revenue Service for some time. It happens to be 
one that I have had occasion to look into myself in some of the 
foreign internal revenue offices, and there are some specific examples of 
situations that have run along at times for many years where they 
had no basis for computing a tax for an individual. They did not 
get a tax return, and it turns out that sometimes there are hundreds of 
thousands of dollars, in some instances millions of dollars, of back 
taxes due, simply because there was no basis of making a tax audit in 
the first instance. 

Now, all that is proposed here is that the individual report his in- 
come. He will take a deduction for it, if it is his belief that it is 
income earned abroad. This will not affect by one cent anybody’s bona 
fide tax liability. It merely will provide a basis for the Internal 
Revenue Service to know who is abroad, who is getting what sort of 
income, so that the citizens where they are resident will be under the 
same obligation of making information available for investigation 
to determine their true and proper tax liability. 

We feel this is a very important 

Senator Jenner. Why do the co-ops not do the same thing?) Why 
do they not report what they —— 

Mr. Suirn. The co-ops do report their distribution, I believe. 

Senator Winiiams. But if they do not, what can you do about it? 
Is not the penalty on the tax, and when there is no tax due, there would 
be no penalty due. Ts that not correct? Ts not the penalty for not 
reporting a penalty on the tax? 

Mr. Suirn. I am referring to getting information on audit. 

Senator Witiiams. That is your tax returns, but if a co-op does not 
file any return, what is the penalty? No information return when 
there is no tax due. 

Mr. Suri. We can require information returns. 

Senator Wirrrams. You can require, but what do you do if you do 
not get it? 

Mr. Surrn. We can have a penalty for not putting in a required 
information return. 

Senator Wirr1ams. What is the penalty? 

Mr. Smirn. It comes under the misdemeanor provisions. 

Senator Witxitams. It is my understanding that the penalty was a 
percentage of the tax that was found to be due. 

Mr. Smivx. That is for filing a wrong return. 

Senator Frrar. Still. what is the penalty? 

Mr. Suir. It is a misdemeanor penalty. T am having it checked. 
Just a moment. 

Senator WititaMs. In other words. they do have to file? 

Mr. Smirn. We require them to file, as compared to this foreign 
proposition where, under the statute, it is excluded income, and we 
have no basis for even requiring a filing. 

Senator Wirttams. It is my understanding that there were several 
of these organizations which were not filing because they did not owe 
a tax, and all you could do was fine them a nercentage of the tax. 
and if they owed no tax there would be no penalty. 
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Mr. Smiru. This is section 6652 of the code: 

Failure to file certain information returns. Additional amount. In case of 
each failure to file a statement of a payment to another person, required under 
authority of section 6042 (relating to payment of corporate dividends at the 
source—that is the co-op paying to its members. 

Senator Wituiams. That is right, to its members. And you have 
been collecting from its members on that basis when, under the law, 
you had no right to collect. We have got it straight at that point. But 
Tam speaking in line with Senator Jenner’s question. 

Suppose the co-op itself does not file any return at all, as far as it 
is concerned, as a co-op. That is the penalty? When it does not 
file any information return as to the distribution. 

Mr. Smrrn. There would be no penalty in that case. This is on 
the information return, what they have paid. 

Senator Wiriiiams. Then under the existing law the co-operatives 
of this country do not have to file any information returns or any 
returns at all, as far as the Government is concerned. They can allo- 
cate it. 

Mr. Smirn. I have had called to my attention 7203— 

Willful failure to file return or supply information, or to pay tax— 
which gives a criminal penalty for misdemeanor, $5,000 or 1 year. 

Senator Wittiams. Would that be effective under the situation? 

Mr. Saurru. I should like to examine this more fully and elaborate 
in the record, if I may. 

The point you have raised is, I think, a significant one which should 
be taken into account in this whole matter of the taxation of co-ops 
and their members. 

Senator WiiuiAMs. We are not suggesting that they are not. They 
may all be filing. But it is my understanding that the penalty for 
nonfiling is a penalty on the tax. 

Mr. Smitn. I think there are additional penalties, but I should like 
to go through this with care and supply it for the record. 

Senator WituiaAMs. The information return they filed would include 
the cash refunds as well as allocated refunds, and the Treasury De- 
partment is now recognizing that you have no right under the law 
to collect any tax from the individual receiving that allocation when 
it is not a bona fide payment. 

Mr. Smirn. Well, if it is one of those specific forms which do not 
have fair market value—— 

Senator Witt1aMs, Yes. And it isnot transferable. 

Mr. Sairn. I still do not want to pass judgment on exactly what 
determines fair market value. 

Senator Wiui1aMs. Before we get through, we are going to pass 
judgment. And I would like a definite letter from the Department. 
I will not ask you to do it here. But I wish you would furnish to 
the committee an exact definition of what is taxable and what is not 
taxable so that we can have it in the record. 

Frankly, I would like to have it for the committee, and also incorpo- 
rated in the Congressional Record. I do not think the Treasury De- 
partment should be in the position of collecting a tax from individuals 
on the basis of the threat of taking them in to court if they do not pay 
it, when the Treasury Department knows that it cannot win the case 
when you go to court, and then you have no substance of law to support 
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your assessment. If there is a loophole in the law let’s recognize it 
and make that correction. 

Mr. Smirn. As I have already indicated, Senator Williams, we are 
working out a revision in the regulation to conform to the cases in 
which we have acquiesced. That will be the document which will 
indicate our best interpretation of what the court rulings are as to 
what is fair market value. 

Senator Wiu1aMs. Will you be able to furnish that to the committee 
for the hearings on this bill, for our record ? 

Mr. Smrrn. I very much doubt it. These are things we must do 
with great care and accuracy. I literally do not know how far along 
that is. 

Senator Wiuu1aMs. I have corresponded with the Department for 
the last 3 years on this one subject, and I would feel constrained, if 
you do not, to suggest that maybe it would be well for Congress to 
put an amendment to this bill which would provide you could not 
collect a tax on something when you have no basic law to support the 
assessment. You should refund to these people what you have col- 
lected erroneously. 

Mr. Smitru. We will proceed as far as we can on the basis of the liti- 
gation, including a very recent case—it is the only recent case we have 
had—under the post-1951 situation. And I think it is important that 
this thing be done correctly and done promptly. 

(The information requested follows :) 

An exempt cooperative association is required to file Form 990—-C, United 
States Exempt Cooperative Association income tax return, on or before the 15th 
day of the 9th month following the close of its taxable year. If such a return 
is taxable and is delinquent, the association is subject to the addition to the 
tax for failure to file a tax return under section 6651. If the return is nontaxable, 
the addition to the tax under section 6651 would not apply. 

An exempt cooperative association required to file Form 990—-C may be liable 
for the criminal penalties imposed by section 7201, relating to attempt to evade 
or defeat tax, by section 7203, relating to willful failure to file return, supply 
information, or pay tax, by section 7206 (1), relating to fraud and false state- 
ments under the penalties of perjury, and by section 7207, relating to fraudulent 
returns, statements, or other documents. 

Under section 6041, relating to information at source, section 6042, relating 
to returns regarding corporate dividends, earnings, and profits, and section 6044, 
relating to returns regarding patronage dividends, exempt cooperative associa- 
tions are required to file returns on Forms 1096 and 1099. Under section 6652, 
relating to failure to file certain information returns, additional amounts are 
imposed on exempt cooperative associations which fail to file such returns. 
Moreover, exempt cooperative associations which fail to file information returns 


may be liable for the criminal penalty under section 7203 for willful failure to 
file a return. 


The additions to the tax provided in subsections (a) and (b) of section 6653, 
relating to failure to pay tax, and provided in section 6655, relating to failure 
by corporation to pay estimated income tax, are also applicable to exempt co- 
operatives taxable as provided in section 522. 

Senator Martone. Mr. Chairman 

Senator Jenner. Senator Long yielded to me. 

Senator Lone. That is perfectly all right. Go ahead. We are get- 
ting some good Republican questions. It is perfectly all right with me. 

Senator Martone. First I want to join with the Senator from Louisi- 
ana on this question of community property tax. When the question 
of community property tax was thoroughly discussed here, I was a 
member of the committee. We have a community property tax in our 
State. There was no objection at that time from any community prop- 
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erty tax State to recognizing the same privilege in every other State, 
regardless of their State law. 

But it was thoroughly understood—and I think if you dig up the de- 
bates in this committee you will find that all of us expressed the 

opinion that we should not be penalized by adopting the pattern for all 
of the States. 

It was well accepted by our State, and it was recognized in other 
States, that it was only a fair thing to do, but with no penalty for the 
original community property States. 

What you are suggesting here—I agree with the Senator from 
Louisiana—is a pent uty on some of the community property States and 
I think it is a wrong approach. 

In this question of the foreign tax that has been raised by Senator 
Jenner and Senator Williams, I remember that was also discussed 
thoroughly here, and in most instances of the foreign corporations we 
found—it was just as a coincidence, no doubt—that their foreign tax 
always equaled the amount we would have collected here. Therefore, 
we collect practically no tax. 

Is that about right ? 

Mr. Surrn. That is not always the result. Where the foreign taxes 
are as high, that is the result. But there are many areas where they 
are less. 

Senator Maroner. It is no doubt just a coincidence, they estimate 
what our tax will be and simply appropriate it. Therefore the cor- 
porations pay it to the foreign government and not to us. 

Mr. Smirn. We still get a substantial amount of revenue after all 
the foreign tax credits, approaching $200 million. 

Senator Maronr. If you will read the debate at that time, I think 
your conclusion will be ‘different. You would find that most of these 
corporations, especially the foreign oil corporations, always pay, in 
Saudi Arabia and other places approximately what would have been 
collected here. 

Mr. SmirH. In many industries and many geographic areas, that 
is correct. But I still submit that we get a substantial net revenue. 

Senator Martone. If you review the testimony in that debate, I 
think you will be enlightene d. 

Now, one other question—— 

Senator Lone. Might I just interrupt to ask that you supply to 
us for the record how much revenue you do get from the taxation 
of American corporations on their overseas activities. I would be 
curious toknow. What is that figure ? 

Mr. Smirn. May I say, Senator—— 

Senator Matonr. By corporations. 

Mr. Smirn. By corporations. 

We have had underway for some months a very detailed examina- 
tion, calling in from the field the tax returns of corporations in order 
to have a figure which we think is more solid to stand upon than the 
estimates we have had in the past. That particular study has not 
quite been completed yet. Rather than try to get it into this record 
at this time, I would merely reaffirm the earlier estimates. 

Senator Lone. I would be curious to know what they are. What 
do you estimate we are getting from the taxation of American cor- 
porations on their overseas activities ? 
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Mr. Smiru. The figure we used in 1954, which would be perhaps 
somewhat larger now, for the then recommendations for the branch 
income and the deduction of the tax rate at the 14 percentage point, 
as I recall it, the estimate of revenue loss was $147 million, and we 
thought that those two together would pretty well wipe out the re- 
maining net tax. 

Senator Lone. So your estimate would be that you are getting about 
$147 million? 

Mr. Smiru. That was our 1954 estimate. Since we are in the 
process of getting a solider estimate based upon the actual investiga- 
tion of the returns of the principal companies doing business abroad, 
I would like to stand merely on that until we get a more accurate 
figure. I donot have it now. 

Senator Lone. I hope the Senator from Nevada will pardon the 
interruption, but I do think we ought to get that information. 

Mr. Smiru. We are very much ‘interested in that. That is the 
reason we started in this elaborate investigation to get it. 

Senator Wiiuiams. That $147 million would not include the tax 
that must be collected by the Government in the distribution of divi- 
dends on that portion which should be brought back into the country ; 
is that not correct ? 

Mr. Smirn. Well, the foreign tax is allowed as a credit against the 
United States tax on the dividends. 

Senator WiniiAMs. Lappreciate that. But Iam speaking about the 
portion of the foreign tax 

Senator Kerr. Would you clarify that statement / 

Mr. Smiru. If a company operates through a foreign subsidiary, 
when it receives the dividends in “Tr country from its foreign subsid- 
iary, it includes those dividends, as I indicated to Senator Long a while 
ago, in full with no corporate dividend credit. It applies the regular 
United States tax. Then it applies against that, as a credit against 
the United States tax, the foreign tax paid by the subsidiary on its 
earnings out of which the dividends in turn have been paid. 

Senator Kerr. But that credit is one taken by the parent company, 
which in turn pays dividends to American stockholders, and they get 
no credit ? 

Mr. Smirn. No, there is no pass-through to the stockholders. 

Senator Kerr. The credit coming to, let us say, the American com- 
pany, is applied against its revenue from the foreign operation, wheth- 
er it comes to it by reason of its direct operation or its operation through 
its subsidiary, the profit on which returns to the parent in the form ‘of 
dividends. 

Mr. Smiri. Exactly so. 

Senator Wiuu1AMs. And in the ultimate redistribution of those re- 
tained earnings by the American corporations to their stockholders 
here in this country, there would be some additional tax over and above 
this $147 million. 

Mr. Surrn. Of course, that is just like any other dividend, taxed in 
the ordinary way. 

Senator Wiun1aMs. That is the point T was making, it does not in- 
clude that later revenue. 

Senator Martone. Most of the time this tax which they pay to the 
foreign governments just about equals, as a coincidence no doubt, what 
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they would have paid to this Government. I think you will find that 
avery generalrule. Is that not right? 

Mr. Sura. It comes pretty close to it. There are instances above 
and instances below, 

Senator Matone. In other words, they might miss the estimate a 
little, just because they would not know a year ahead, but they make 
it as close as possible. 

We have been talking about some pretty big people. Now to get 
some smaller people such as waitresses. In my State the internal 
revenue office requires waitresses and people in many other occupa- 
tions to report their tips as well as their salary. It has come to the 
point where, regardless of what the girls and rat who are employed 
as waitresses and bartenders and all have reported, the internal rev- 
enue offices make estimates of the probable percentage of tips at certain 
tables and locations in the hotels and various business places and send 
them a bill for that amount. 

But I want to ask you if this method of determining tips, et cetera, 
upon which the tax is fixed for waitresses and bartenders is sanctioned 
by the home office here in Washington. 

Mr. Smirn. I, of course, do not know the exact practice in Nevada, 
other than I have just heard it from you for the first time. 

Senator Martone. I do not think it is confined to Nevada. 

Mr. Smiru. I do know there have been instances, there has been 
litigation where very substantial back taxes were collected on unre- 
ported tips running into the tens of thousands of dollars a year in 
some of the larger hotels. I think there is a general practice, and I 
think we would sanction it, a general practice of attempting to include 
a reasonable amount for tips. But that should always be done on a 
basis such that there should not be undue harassment on small amounts. 
Where to strike the balance is a matter of practice. 

Senator Martone. If we could pay their way I could bring wit- 
nesses. They do not have the money to pay ‘their own way here, 
especially after they get through with your income-tax people. These 
people have a very reasonable salary and work their 8 hours a day 
and do get a certain amount in tips. 

But your Internal Revenue Service in many cases sends them a bill 
of what they consider a table in a certain location is worth in tips, or 
a table in another location, or a table in another hotel; and, as I said 
before, these girls and boys cannot stand to have a suit in court. The 
hotel would simply terminate their employment, and they know that. 

So it is blackmail that works. Do you sanction that procedure? 

Mr. Smrru. Under the connotations that you have, of course I do 
not sanction it. 

Senator Matonr. You are doing it now. 

Mr. Smiru. As I say, I have heard of it for the first time today. I 
should be glad to check into it. 

Senator Martone. I should be glad for you to do that. Do you 
sanction it for the ordinary employee—I am not talking about the chef 
or the headwaiter at the Waldorf. I am talking about the ordinary 
restaurants and hotels in States like my State of Nevada, where you 
are now following the practice. 

Mr. Smiru. I shall take it up with the Commissioner of Internal 
Revenue to determine what the practice is and what the policy is, 
Senator Malone. 
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Senator Marone. And put it in this record. 

Mr. Sarru. I shall undertake to do so. 

(The information requested follows :) 

Prior to 1953 voluntary compliance by some taxpayers receiving tip income 
left much to be desired. Because of the seriousness of this situation, where the 
problem was significant, district directors initiated an enforcement program 
consisting primarily of widespread publicity and extensive audit classification of 
returns of taxpayers occupying positions where substantial tipping is customary, 

The tip income audit program has generally been directed to returns filed by 
personnel of establishments where food and liquor handlers receive very substan- 
tial amounts of tip income. 

Since it is common knowledge that these taxpayers receive tip income, the ques- 
tion facing the Service is how much income was received. In view of the 
absence of adequate records maintained by some taxpayers, the Service is forced 
to resort to other methods of determining the amount of such income. 

In all cases the taxpayer is afforded the opportunity to show that the examin- 
ing officer’s preliminary determination is in error. Of course, when this is done, 
appropriate adjustments are made. 

Senator Lone. May I ask another question, Mr. Chairman ? 

You made the statement, as to this foreign-tax provision for special- 
interest legislation, that you thought a person ought to feel lucky 
to be taxed at 80.8 percent where other people would be taxed at 52 
percent for the same type of transaction. 

If this person should then take this opportunity to be taxed at only 
80.8 percent, but elects not to take the foreign-tax credit or take it as 
a deducion, is it not true that he would have to give up his credit in 
every other country where he is dealing ? 

Mr. Smrru. I think that probably would be the practice. 

Senator Lone. So he could then elect to be taxed by the United 
States Government as well as the foreign government, and not get the 
credit but just the deduction, with the result that he pays anywhere 
from 80.8 to 60 percent in all the different countries where he is deal- 
ing, on income as far as this country is concerned. As far as he is 
concerned, he is paying 80.8 on the transaction in Pakistan if he takes 
the deduction, but he has to elect to pay more taxes in every other 
country where he is dealing in the event he elects to take that deduc- 
tion. 

Mr. Smrru. He also has some option as to how he elects to report 
his United States income. 

Senator Lona. If he is doing business in this country and in several 
other countries, he might elect to report his income one way in this 
country, and it might be to his advantage as far as his overall activity 
is concerned. But that throws him right in a trap where he cannot 
do business in some other country where they make him report a dif- 
ferent way; is that not correct ? 

Mr. Smiru. There are various things in which, once a person ex- 
ercises an option, they have to take all the consequences of the op- 
tion. There are not many options where you can take the best of all 
possibilities under alternative options. If you have one, you take it 
and stick with it. 

Senator Lone. But the point is that, applied to the example that I 
gave you, if the man managed to get out with just being taxed 80.8 
percent with regard to his profit in what is made by dealing in 
Pakistan, he also has to agree to make an election that would cause him 
to be taxed at a higher rate in all the other countries where he is doing 
business, has he not ? 
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Mr. Smiru. That might have that consequence. 

Senator Lone. It would, would it not ? 

Mr. Smiru. It usually would. 

Senator Lone. Now, we discussed this matter for a moment on the 
basis that this person was doing business as a corporation through an 
affiliate. If he were doing business through a foreign affiliate, for 10 
years in a foreign country, and in 10 years he accumulated his profits, 
when he brought them back into this country he could take all the 
foreign-tax credits that he had accumulated for the entire 10-year 
period against the tax that he would owe this country ? 

Mr. Smirn. That is correct. 

Senator Lone. Now, all these people are asking for in this particular 
section that you say is special-interest legislation is just to do the 
same thing for 5 years, if they are doing business directly as American 
corporations; that is what it amounts to, does it not ? 

Mr. Smirn. But this would be an additional thing available for sub- 
sidiaries as well as branch operations, as I understand it. 

Senator Lone. Why would the subsidiary need it, if he can aceumu- 
late all of his credits for years and take it in 1 year when he pays his 
dividends, which is, in some instances, as much as 10 years after the 
credit accrued to him ? 

Mr. Smrrn. Simply because he may choose to do that at the time 
of withdrawal; there are various business decisions that are made as to 
when they are going to withdraw the funds. 

Senator Lona. If it is fair and it is right that an affiliate could have 
the benefit of all his tax credits, why should not an American company 
who takes the American flag abroad have the same opportunity? Why 
should not he have a right to take his tax credit? You are perfectly 
content with his right to take his credit ? 

Mr. Smiru. I would like to—— 

Senator Lone. What is immoral about a person doing business as an 
American corporation where he is just directly subject to the juris- 
diction of this country rather than getting away from the jurisdiction 
of this country by dealing through an affiliate? 

Mr. Smirn. There is, of course, nothing immoral about it whatso- 
ever. The question is as to whether there should be in the very difficult, 
the very complex area of the taxation of foreign income, a fundamental 
change which permits the averaging of credits which does not now 
exist in any fields of the income-tax law. 

Now, it is our feeling that this is a significant departure from the 
general provisions of law. We think it is a thing of significant reve- 
nue impact, $5 million a year. It is not related to the fundamental 
problem, the very important problem of developing American in- 
vestment abroad in connection with economic development there. It 
seems to us it is an inappropriate item, on its merits in this case. 

Senator Lona. I gave you a case—that is why I want to talk about 
the merits—I gave you a case where a man would be taxed at 112 per- 
cent. 

Mr. Smirn. I disagreed with that. 

Senator Lone. You came back, and you told me that that man 
could make an election which would permit him to be taxed at 80.8 per- 
cent while the others would be taxed at 52. But, in connection with 
that, you concede that by making an election he might have to pay 
a lot more taxes even then he would have to pay if he just elected to pay 
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the rate of 112 percent on his income. In other words, dollarwise, to 
make the election that you say might be to his advantage, might cost 
him a lot more in terms of dollars to be taxed at 80 percent in Pakistan 
because he has to be taxed more with relation to all the transactions 
in other countries. 

Mr. Smiru. Let me note, Senator, that, in your assumed situation, 
where the tax is of the order of 80 percent, that is based upon a for- 
eign tax of 60 percent, I believe was the figure used, which is already 
above the United States 52-percent rate, so the comparison between 
80 and the 52 is not a significant one; it is a comparison between 60 
and 80. 

Senator Lone. By the time you put the two together—in other 
words, what you are advocating is a business with a right to a foreign 
tax credit should not be able to take it ? 

Mr. Smiru. No; lam not. 

Senator Lone. You are advocating a situation where a man has 
got a right without a remedy, that is what it amounts to. You are 
advocating a type of situation where a man can be taxed at 112 per- 
cent on his income, and where the only alternative that he has would 
be to make an election that might cost him a lot more than that. 

Mr. Smirx. I am advocating very simply that the carry forward 
and carryback of tax credits is something for which there is no 
precedent, it is a fundamental departure from the law, it is a special 
relief departure that we think is not meritorious. 

Senator Lone. If an affiliate does business for 10 years and accu- 
mulates tax credits, and he declares a dividend and puts that money 
in his parent corporation, at that point he gets the benefit of all the 
tax credits that he has accumulated over 10 years, so he does carry it 
forward, does he not, as a practical matter ? 

Mr. Smiru. As a practical matter it may approach the same result, 
but there are many practical differences between the operations of 
the 

Senator Lone. If he is not.carrying those tax credits forward 

Senator Kerr. Would the Senator yield ? 

Senator Lone. Yes, sir. 

Senator Kerr. He can carry them forward only to the extent that 
he owes taxes here on that income. 

Senator Lone. That is right. 

Senator Kerr. Now, when you go beyond that, you might get into 
the situation where you would be letting him have a credit on the 
taxes he owes for the income he made in this country by reason of 
his having paid a higher rate of tax to a foreign country on the money 
he made on his income in that country. 

Senator Lone. My understanding is that you could only take your 
foreign tax credit on a country-by-country basis, and you could only 
take it up to your 52 percent corporate tax. And I do not understand 
it, and I believe that there is no way where, if he paid 60 percent tax, 
that he can ever get the other 8 percent. 

Senator Kerr. There would be if you let him carry it forward far 
enough. 

Senator Lone. He could carry forward the 52 percent, but not 
anything beyond the 52 percent, not the extra 8. And that is not in 
here, and not intended to be in here. 
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This is intended to take care of the kind of situation I am talking 
to you about. I do not believe that is here, and if it were here, I 
would be glad to support an amendment and see that that would not 
happen. 

But as far as taxing a man at 112 percent, where the only thing you 
can do is to help him to make an election that will cost him even more 
in terms of dollars by denying him tax credit in another countr 
where he is trading, that to me is so completely unfair, when you look 
at what he could do if he had an affiliate. He could simply carry his 
credits forward for 10 years, and to say that this person would be 
permitted to carry his forward by 5, as this provision would say, I 
think is completely fair and reasonable. 

Mr. Smrru. I would simply say that there are a variety of differ- 
ences between operating through the subsidiary and through the 
branch. There is, for instance, the difference in the treatment of 
percentage depletion. In one case if you take the foreign subsidiary 
you have the advantage of postponing the taxability of the income, 
but you do not get percent: ige depletion. 

Now, this is another one of the differences. The options exist under 
the law. And to think that under each option they should have all 
the advantages of the other option just seems to us in the Treasury 
to be going too far, especially where it involves adoption of a com- 
pletely new concept, a carryover of a credit. 

Senator Kerr. If the Congress, however, decided to change it, it 
would be abided by ? 

Mr. Smirn. We would certainly adminster the law if it passes. We 
have recommended against this earlier, and we still recommend 
against it. 

Senator Kerr. We will recess until 10 o’clock tomorrow. 

Thank you very much. You have been a very good witness. I ap- 
preciate your being frank. 

Mr. Ssaru. Thank you, Senator Kerr. It is always a pleasure to 
be here. 

(By direction of the chairman, the following is made a part of the 
record.) 


STATEMENT SUBMITTED BY THE AMERICAN LIFE CONVENTION AND LIFE 
INSURANCE ASSOCIATION OF AMERICA 


The American Life Convention and the Life Insurance Association of America 
are two life insurance company organizations with a combined membership of 
266 life insurance companies domiciled in the United States and Canada, having 
in force over 96 percent of all legal reserve life insurance in the United States. 

Our two associations oppose the recommendations made by the Treasury De- 
partment that H. R. 8381 be amended to include a premium payment test for 
the estate tax on life insurance and to disallow the income tax deduction for 
interest on indebtedness incurred to pay life insurance premiums on an annual 
basis. 

These two proposals were presented by the Treasury Deparment as a part of 
the list of unintended benefits and hardships which provided a basis for the 
hearings during November of 1956 conducted by the Subcommittee on Internal 
Revenue Taxation of the House Ways and Means Committee. The staff of the 
Joint Committee on Internal Revenue Taxation considered these proposals and 
they were the subject of extensive hearings by the Subcommittee of the House 
Ways and Means Committee. Neither proposal was adopted. 
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I. PREMIUM PAYMENT TEST 


Originally, the premium payment test, which was first adopted in 1942, re- 
quired the inclusion in gross estate of the proceeds of life insurance without 
reference to the ownership of the policy, if the insured had paid the premiums. 
This test was removed by congressional action in 1954, and since that time life 
insurance had been included in gross estate according to principles applicable to 
other types of property; that is, the proceeds have been included in the gross 
estate of the insured if at the time of his death, the insured had any rights of 
ownership in the policy. The Treasury proposal is the same as the original 
premium payment test, except that it excludes from the operation of the test 
the amount of the cash surrender value of the policy at death. In principle it 
does not differ from the original premium payment test. The only difference 
is in the degree of its impact. 

The position of the two life insurance company associations on the Treasury 
proposals was set out in testimony before the Subcommittee on Internal Revenue 
Taxation and appears in a statement on page 95 of hearings before a Sub- 
committee of the Committee on Ways and Means, House of Representatives, 84th 
Congress, 2d session, November, 1956. At that time, the two associations ex- 
pressed outright opposition to the premium payment test. That opposition re- 
mains unchanged. 

The Treasury Department apparently bases its recommendation on the theory 
that life insurance is essentially testamentary in nature, and that transfers of 
the life insurance policies during lifetime have no meaning. 

During the life of the insured, the policy may be pledged for a loan, it may 
be sold outright for a valuable consideration, and it may be the subject of a gift. 
In addition, a policy has a cash surrender or loan value option and other rights 
which may be exercised. It may provide an endowment benefit which may be 
realized upon the maturity date. It includes a right to dispose of the death 
proceeds through the designation of a beneficiary which is likewise a valuable 
right. When the policy is unconditionally transferred, all of these rights are 
enjoyed by the transferee and no interest remains in the transferor. Under the 
premium payment test, even though all rights in a policy are transferred uncon- 
ditionally leaving no incidents of ownership in the transferor, the policy proceeds 
would nevertheless be subject to the estate tax. 

A life insurance policy is property which is freely transferable during the life 
of the insured. There are many reasons for the transfer of life insurance poli- 
cies during lifetime, among them exchanges of policies under buy and sell agree- 
ments entered into by partners or by shareholders in small corporations, property 
settlements, assignments to creditors, and small employer pension plans, to men- 
tion only a few. Once the policy is transferred, the transferor cannot recall his 
assignment, and the transferee can treat the contract as he pleases. He may sur- 
render it for cash or hold it until maturity of the policy or death of the assignor, 
or exercise other rights. If he waits for the death of the assignor, nothing passes 
from the assignor. The beneficiary merely collects a fixed sum of money under 
a contract with a third party. Consequently, the transfer of a life insurance 
policy and the continued payment of premiums through gifts by the assignor is no 
more testamentary in nature than gifts of money, securities or other property. 

Where incidents of ownership are retained by the insured, the proceeds are 
clearly includible in his taxable estate just as is the case with other types of 
property. However, the premium payment test singles out life insurance for 
unique and discriminatory treatment under the estate tax. No other form of 
property is subjected to the estate tax when the decedent has transferred such 
property prior to his death and not in contemplation thereof, as that term is 
defined in the code. 

Reliance upon the theory that there is nothing to be subject to an inter vivos 
transfer and that the transfer is testamentary overlooks the fact that when a 
policy has been unconditionally transferred there is nothing left to pass from the 
decedent at death. In such a case the policy in no sense serves as a will. A will 
ean be revoked at any time up to death. Upon death it effects the transfer of 
property from the decedent. Neither of these characteristics is present where an 
insurance policy has been unconditionally assigned to another. 

This discrimination against life insurance companies is not just a matter of 
theory. For example, a father may purchase a single premium policy on his 
life and give it to his son for educatonal use. The son, grown up, uses the loan 
value for his education, and later repays the amount to the insurance company. 
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Many years later the father dies. The absolute gift he completed perhaps 50 
years earlier is, under the premium payment test, included in his gross estate. 
Even more pointed is the case in which someone other than the insured takes out 
insurance on his life and the insured then or later pays some of the premiums. 
Under the premium payment test an allocable portion of the proceeds would be 
included in the gross estate of the insured even though he never owned the 
policy and never had any power of disposition over it. 

The premium payment test discriminates against the small and moderate 
estate, as the very wealthy can avoid the effect of the test by transferring along 
with a policy of life insurance sufficient income producing property to cover the 
premium payments so that the donee can himself pay the premiums. 

The implications of this discrimination are broad. One of the most significant 
would be the effect on small business. The importance of life insurance in 
small business cannot be overemphasized. The fortunes of small business cannot 
be so readily divorced from the personal needs of its managers and owners as 
can those of big business. Life insurance owned by members of the small-busi- 
ness man’s family or by his associates often provides part of the basic financial 
planning he must make. 

The owner of a small business seldom has sufficient liquid assets to provide 
for the continued operation of his business after the imposition of taxes and 
other expenses arising at death. He strives for expansion and plows back into 
the business any surplus he may have. At the time of his death, there is a need 
for liquid assets to provide for additional management costs made necessary 
by his loss and to pay succession taxes. Without such assets there is forced 
liquidation of the small business in many cases; in others the only solution is 
the merger of the small business with other businesses, with the consequent con- 
centration of industrial power, and the loss to the economy of the initiative and 
imagination produced by small business. 

The provision for this needed supply of liquid funds is normally impossible 
if done through ordinary savings. Life insurance owned by the family of the 
businessman is the most practical and feasible means of meeting this need. 

The problems in this area do not, however, await the death of the small- 
business man. The mere uncertainties of future instability of the business 
should the businessman die is a major obstacle to the financing of small busi- 
ness. The small-business man often has trouble obtaining credit because of the 
possibility that his death, and the costs attendant thereto, would undermine 
the solvency of the business. This was pointed out time after time at hearings 
before the House Ways and Means Committee during January of this year. 

If the premium payment test should be restored, the use of life insurance by 
the small-business man for the continuation of his business would involve sub- 
stantial additional expense. This is So because the small-business man, who usu- 
ally is without securities or other property, cannot arrange for the acquisition 
by his family of insurance on his life without subjecting it to taxation in his 
estate. For example, in the case of a small business with a taxable value of 
$200,000, under the premium payment test the heirs would be required to pur- 
chase approximately $20,000 more life insurance to provide for estate taxes. 

It was for these reasons that the Senate Special Committee to Study Prob- 
lems of Small Business made these recommendations to the 81st Congress: 

“Give life insurance the same estate tax treatment as any other form of prop- 
erty. If the owner of a business provides for payment of estate tax on his 
death by giving his son $3,000 a year, there is no estate tax. However, if the 
son is given $3,000 a year to pay premiums on a life insurance policy covering 
the father’s life, the insurance proceeds are piled on top of the father’s other 
property and subject to estate tax. Removal of this discrimination against one 
type of property, life insurance, would facilitate putting the heirs of owners of 
independent businesses in a position to meet estate tax obligations and to carry 
on the business free of extraordinary obligations.” 

The Senate Select Committee on Small Business again this year called atten- 
tion to the deterrent effect of the estate tax on small business. (See S. Rept. 
1237, 85th Cong., 2d sess., p. 11.) The Treasury proposal to impose greater 
estate tax burdens therefore runs directly counter to the interests of small 
business. 

In addition to its unfairness, the premium payment test is of questionable 
legality. If applied retroactively to past transfers, it would appear to be clearly 
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violative of due process. If confined to future transfers it would still be sub- 
ject to attack as a direct tax. 

The recent and well-reasoned opinion of the Court of Appeals for the Seventh 
Circuit in Kohl v. United States * squarely holds that an estate tax on proceeds 
of an insurance policy unconditionally transferred before death is unconstitu- 
tional as a direct tax. No Supreme Court case indicates otherwise. On the con- 
trary, in every case in which the Supreme Court has sustained an estate tax it 
has carefully pointed out that some incident of ownership remained in the de- 
cedent which passed upon death. This consistent reliance upon the incidents 
of ownership test strongly suggests that in the absence of such facts the tax 
would not have been upheld. 

More recently there has been a lower court decision holding that the premium 
payment test is constitutional, the case of Estate of Clarence H. Loeb (29TC— 
No. 4, October 11, 1957). The case is now on appeal to the second circuit. Even 
in this opinion, however, the court admitted that the statute was imposing an 
estate tax not on the transmission of property at death, as is usually the case 
of property subject to estate tax, but on an inter vivos gift. The court said: 

“Section 811 (g) (2) (A) taxes life insurance to the estate of a decedent, even 
though he possessed no incidents of ownership in the insurance at his death, to 
the extent that he paid premiums for the insurance. Therefore, we think it is 
clear that the subject of the tax under that section is the inter vivos transfer of 
that part of the insurance purchased by the decedent and thus the conclusion in 
the Kohl case, that section 811 (g) (2) (A) imposes a direct tax upon insurance 
proceeds, is erroneous.” 

Thus the court seems to say that if the premium payment test is constitutional 
it must be as a tax on a transfer during lifetime. This concept is obviously incon- 
sistent with the overall purposes of a tax designed to reach transfers at death. 

The premium payment test clearly imposes a special burden on life insurance 
inconsistent with the original purposes of the estate tax and with the treatment 
of any other type of property. Its harshest impact is upon the estate of moderate 
size, not just because life insurance is the traditional backbone of the savings of 
the moderate and small property owner but also because the very wealthy person 
is able to avoid the maximum impact of the test. The usefulness of insurance, 
in family planning and for business purposes, would be impaired by this dis- 
criminatory treatment. The premium payment test should not be again imposed. 


Il. BANK FINANCED LIFE INSURANCE 


At the time the Treasury Department presented its proposal on bank-financed 
life insurance to the Subcommittee on Internal Revenue Taxation of the Ways 
and Means Committee, the life insurance business pointed out its lack of objec- 
tive tests for compliance. The same comment must again be made, since the pro- 
posal is the same. 

Under present law interest paid on indebtedness incurred or continued to pur- 
chase a single premium life insurance endowment or annuity contract is not 
deductible for income tax purposes. The Treasury now proposes that the present 
law be extended to cover the case where the policy or annuity is purchased in 
pursuance of a plan which contemplates that a substantial number of premiums 
would be paid with borrowed funds. 

Life insurance companies take the position that no proposal should be adopted 
which would impair the normal use of borrowed funds by those in need of such 
credit to carry their insurance protection. Any legislation on this subject must 
be administratively feasible and any test of compliance should be objective and 
practicable. The Treasury proposal has no such objective test for compliance. 
Its application seems to depend on the intent of the purchaser to pay a substantial 
number of premiums from borrowed funds. 

It may be that some reasonable extension of the single premium concept now 
embodied in the law can be worked out. The proposal of the Treasury Depart- 
ment, which so far has not been publicly reduced to statutory language, would 





1 Nichols v. Coolidge, 274 U. S. 531 (1927): Lewellyn vy. Frick, 268 U. S. 2838 (1925) ; 
Kohl vy. United States, 226 F. 2d 381 (C. A. 7, 1955). 

2226 F. 2d 381. 

%See, for example, Chase National Bank vy. United States, 278 U. S. 327 (1929): 
Bromley v. McCaughn, 280 U. S. 124 (1929): Tyler v. United States, 281 U. 8S. 497 
(1930) : Helvering v. Hallock, 309 U. S. 106 (1940) ; Fernandez vy. Wiener, 326 U. S. 340 
(1945). 
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prove unacceptable in the long run, and chiefly, it would seem, to those in the 
Treasury who would have to administer the law. 

Previous legislation to deny interest on amounts borrowed to pay premiums 
has been directed against the single large amount borrowed to pay premiums in 
a single sum or over a short period of time. In such cases, there are special con- 
siderations, such as single premium discounts and larger amounts of interest. 
The single premium policy was looked upon as a device which could be used for 
tax avoidance purposes and is not comparable to the situation involving a policy 
under which premiums are payable annually over a long period of time. 

We must also take issue with the inference in the Treasury proposal that 
life insurance is a tax exempt investment. Life insurance does not fall into 
this class of property. In the case of life insurance, all gain arising from a life 
insurance or annuity contract is taxed to the policyholder as ordinary income as 
soon as the gain becomes the property of the policyholder, just as is the case with 
income from other sources. Under section 72 of the Internal Revenue Code, 
the insured is taxed upon all of the gain he receives under the contract, during 
his lifetime, whether the contract is one of life insurance, endowment, or annuity, 
and whether he surrenders the contract for cash value or retains it until maturity 
and collects the proceeds as an annuity. The only exemption in the code is ap- 
plicable to the death benefit under life insurance and here the exemption is 
based upon social principles. 

Although the Treasury Department shares our concern with the burden of 
disallowing the deduction in the case of the policyholder who borrows from 
necessity, we do not see how he can be given adequate protection under the in- 
definite test proposed. Certainly this is true in cases in which the insured is 
required to borrow for two or more years in succession. 

At best, denial of interest deductions for any amounts borrowed is difficult 
of enforcement because it necessarily involves a test of intent which cannot be 
consistently applied. Thus the penalty would attach to some amounts borrowed 
to pay premiums, but not to others. No test is satisfactory unless it is at the 
same time objective and fair. 





CHAMBER OF COMMERCE OF THE UNITED STATES, 
Washington, D. C., March 3, 1958. 
Hon. Harry F. Byrp, 
Chairman, Senate Finance Committee, 
Senate Office Building, Washington, D.C. 

DEAR SENATOR Byrp: The Chamber of Commerce of the United States strongly 
supports H. R. 8381, the technical amendments bill now before your committee. 

In view of the long period which has been required for preparation and con- 
sideration of the measure it is obvious that certain effective dates established by 
the bill as passed by the House of Representatives should be changed in order 
that there may be no additional hardship cases created through unjustified retro- 
active application of these provisions. 

Provisions of the bill which would effect clarification of the Internal Revenue 
Code of 1954 should by all means apply as of the effective date of that act. 

Merely because the list of unintended benefits and hardships under study by a 
subcommittee of the Committee on Ways and Means was released on November 7, 
1956, most provisions of this bill dealing with these problems use this as an effec- 
tive date. Release of the list of problems under study did serve as an effec- 
tive deterrent and tended to stop transactions in these areas. The intent of these 
provisions would be accomplished in all but a few isolated instances by an effeec- 
tive date coinciding with the date of passage of the bill, or, at least, with the 
ealendar year in which adoption is completed. Adoption of such effective dates 
would preclude the possibility of creating a new unintended hardship for those 
who conducted their affairs scrupulously within the framework of existing law. 

The national chamber urges that appropriate adjustments be made in these 
effective dates of H. R. 8381, and asks that this statement be made a part of the 
record of your committee hearings on the bill. 

Cordially yours, 
CLARENCE R. MILEs. 


(Whereupon at 12:55 p. m., the committee recessed to reconvene 
at 10: 15 a. m., Wednesday, February 26, 1958.) 
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WEDNESDAY, FEBRUARY 26, 1958 


Unrrep Srares SENATE, 
CoMMITTEE ON FINANCE, 
Washington, D. C. 
The committee met, —— to recess, at 10:15 a. m. in room 312, 
Senate Office Building, Senator Harry F. Byrd (chairman) presiding. 
Present: Senators Byrd (presiding), Kerr, Frear, Long, Douglas, 
Gore, Smathers, Martin, Williams, Carlson, Bennett, and Jenner. 
Also present: Elizabeth B. Springer, chief clerk, and Colin Stam, 
chief of staff, Joint Committee on Internal Revenue Taxation. 
The CHarman, The committee will come to order. 


STATEMENT OF HON. FRANCIS CASE, UNITED STATES SENATOR 
FROM THE STATE OF SOUTH DAKOTA, ACCOMPANIED BY 
KENNETH KELLER, GENERAL COUNSEL, HOMESTAKE MINING 
co. 


The Cuatrman. Senator Case, we are honored to have you before 
our committee. Thank you for coming. 

Senator Case. Mr. Chairman, I count it an unusual privilege to 
appear before this committee this morning. And if the Chair will 
not rule me out of order, I should like to say that this privilege is not 
merely a privilege of appearing before the Committee on Finance 
but it is a privilege to appear before a committee chairmaned by your- 
self, and be able to say I freely express the feeling of millions of 
Americans when I say I am very happy that the prospects are that 
you will continue to be chairman of this very important committee. 

The CuHatrman. Thank you, Sen: me Case. 

Senator Case. It is heartfelt as far as I am concerned. I have had 
the privilege of serving with the Antihirgished Senator from Virginia 
on another committee, the Committee on Armed Services, and I know 
from personal experience the value of the counsel of the Senator from 
Virginia. 

It isa real privilege to appear before you. 

Mr. Chairman, I come here this morning on official business to 
support an amendment which I have introduced which is designated 
as amendment 2-24-58-C to H. R. 8381. 

(A letter from Senator Case of South Dakota enclosing the amend- 
ment to H. R. 8381 follows:) 


UNITED STATES SENATE, 
COMMITTEE ON PUBLIC WORKS, 
Washington, D. C., February 26, 1958. 
Hon. Harry F. Byrp, 
Chairman, Committee on Finance, 
United States Senate, Washington, D. C. 


DEAR Mr. CHAIRMAN: I have submitted to the Senate an amendment intended 
to be proposed to the bill H. R. 8381 which would provide a depletion rate for 
gold of 23 percent instead of the present rate of 15 percent. 
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My amendment would provide for gold the same depletion rate that is now 


provided for such metals as lead, zine, tantalum, tungsten, antimony, platinum, 
and others. 


The gold-mining industry is operating under very unfavorable conditions. 
The price of gold was fixed at $35 per ounce in 1934 and has not been increased 
since. In the meantime, the operating costs for wages and equipment have 
steadily increased, the same as they have in other industries. The gold-mining 
operator is placed in the position of receiving a 1934 income for his product 
while paying steadily increasing operating costs. As a result, most of our gold 
mines have closed. An incentive is needed to make new discoveries. 

Gold is, of course, an important commodity in the economy of this Nation. 
Our Federal Reserve notes are backed 25 percent with gold, and the mineral 
retains its historic position in the realm of international finance. The current 
rate of our domestic consumption of gold is substantially in excess of our annual 
production and new industrial uses are being made of it, such as in atomie 
reactors, coating for satellites, ete. 

It seems to me that one way in which the Congress should recognize its respon- 
sibility to the gold-mining industry is to place this metal on a more equitable 
basis with other minerals and provide a 23-percent depletion rate. I hope your 
committee will consider my amendment favorably. 

With best wishes, 

Sincerely yours, 
FRANCIS Case, United States Senate. 


[H. R. 8381, 85th Cong., 2d sess. ] 


AMENDMENT 


Intended to be proposed by Mr. Case of South Dakota (for himself, Mr. Marrin 
of Pennsylvania, Mr. MALongE, Mr. Munot, Mr. BENNETT, and Mr. FLANDERS) 
to the bill (H. R. 8381) to amend the Internal Revenue Code of 1954 to 
correct unintended benefits and hardships and to make technical amendments, 
and for other purposes, viz: At the end of the bill add a new section as 
follows: 

SEC. 83. RATE OF PERCENTAGE DEPLETION FOR GOLD. 

(a) GoLD MINED IN THE UNITED States.—Section 613 (b) (2) (B) (relating 
to percentage depletion rates) is amended by inserting “gold,” after ‘“colum- 
bium,” 

(b) Errective Datre.—The amendment made by subsection (a) shall apply to 
taxable years ending after the date of the enactment of this act. 

Senator Case. My amendment would include gold in the other min- 
erals which are accorded the 23-percent depletion under section 613 
(b) (2) (B) of the code. At the present time, as the committee knows, 
gold falls among the minerals or ores that are given a 15-percent de- 
pletion ate under subparagraph 6 as one of all the other minerals. 
But we seek to have it placed in the paragraph under the 23-percent 
classification which presently includes such things as sulfur and ura- 
nium and a group of nonmetallic elements, and then says “and ores 
of the followi ing metals: antimony, bismuth, cadmium, cobalt, colum- 
bium, lead, lithium, manganese, mercury, nickel, platinum and the 
platinum group metals, tantalum, thorium, tin, titanium, tungsten, 
vanadium, and zine.” I invite the committee's attention to the fact 
that all of these ores of these metals listed involve more complicated 
mining processes than do the clays and things of that sort which are 

given the 15-percent depletion rate. 

Gold mining today is almost extinct in the United States. There 
are very, very “few mines still able to operate. The price of gold was 
fixed in 1934, and I certainly need nct present any statistics to this 
committee to say that the cost of powder, machinery, steel, labor, and 
all other costs that go into this mining operation have greatly increased 
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since 1934. It has practically liquidated the gold mines of the 
country. 

There is in South Dakota one outstanding exception, the Home- 
stake Gold Mining Co., which is operating, but which has been able 
to operate only by an extremely good management and by instituting 
various methods of cutting costs. One of those is very uneconomic 
as far as the country’s reserves are concerned. And that is that the 
mine is obliged to work its highest-grade ores and to bypass the lower- 
grade veins which ordinarily would be worked if it could be done at 
a profit. Actually, I think that this relief that we are stressing here 
will not cost the Treasury anything because the operation is on such 
a level that the depletion rate under the 50-percent rule won’t amount 
to much; but as a matter of justice, it ought to be done and the time 
might come when it would be helpful. 

Mr. Chairman, I should like to place here a statement by John W. 
Hamilton, secretary-treasurer of the Homestake Mining Co. 

(The statement referred to follows :) 


ILLUSTRATIVE EXAMPLES OF UNINTENDED INEQUITY IN UNRELATED TAx LAWS 
John W. Hamilton, Secretary-Treasurer, Homestake Mining Co. 


Homestake Mining Co. is experiencing ever-diminishing profit margins. Its 
costs mounted steadily as worldwide inflation has become more extreme yet it 
has not had the privilege of increasing the price of its product commensurate 
with the increase in costs. Efficiency in operation has improved and partially 
offset the cost-price squeeze. However, through statute it has not had the only 
effective weapon employed by all other producers to prevent loss of profits— 
freedom to increase the price of its product commensurate with the increase 
in cost of production. 

This has caused hardship in another area, an area in which it is safe to as- 
sume none was intended, Homestake, as a result of the cost-price squeeze 
caused by an unchanged fixed price in time of inflation, is deprived of a portion 
of the deduction for percentage depletion that it would otherwise enjoy. 


PERCENTAGE DEPLETION 


Section 613 (a), Internal Revenue Code, provides that there shall be allowed 
as a deduction in computing taxable income in the case of mines a specified 
percentage of gross income from the property not to exceed 50 percent of the 
taxable income from the property. In the case of gold, the specified percentage 
is 15 percent of gross income. 

Using roughly equivalent magnitudes, the present situation is such that the 
deduction for percentage depletion is limited to 50 percent of our taxable in- 
come. Homestake spends some $9 per ton to recover slightly less than one-third 
of an ounce of gold from each ton of ore mined. At $35 per ounce of gold, 
Homestake’s gross income is $12 per ton of ore mined. The deduction for per- 
centage depletion equivalent to 15 percent of gross income is $1.80 while 50 
percent of taxable income is only $1.50 or a loss of 30 cents per ton. The addi- 
tional Federal income tax due to this loss of depletion is 16 cents. 


Gross income___- ; Shvainncetweadescoibe ciel coaita aisha tie ae $12. 00 $12. 00 
Operating costs Sic geet IC . ices ee 9. 00 
Net operating income______- ; Leistuidneisiahber tees ices 3. 00 3. 00 
Depletion : 
15 percent of gross income______________ sca Site 1. 80 
50 percent of taxable income_____________ aa Meta Riaite Bicane 1. 50 
WOON Gi 0 2 ee ESS RRM EELS 1.20 1. 50 
Federal income tax, 52 pereent__________ Sask ‘i bee ei . 62 .%8 
TEAR teccsseisrcaigiceprechic Sieh aca wlio scaisaaili aera . 58 02 
Ds MUNN NIN ae ce cinders cael ein aie alasrahaats ‘ 1. 8O 1.50 
Net cash available for dividends_________-___- ‘ 2. 38 2: 22 








104 TECHNICAL AMENDMENTS ACT OF 1958 


If inflation continues and the price of gold remains unchanged, then the second 
penalty of a fixed price, loss in depletion and the consequent additional tax, will 
continue in a direct ratio. Abolishment of the limitation of percentage depletion 
to 50 percent of net income for mining products with a price fixed by statute 
— relieve the inadvertent inequity created by the interaction of unrelated 
aws 

Due to the effect of the above limitation, an increase in percentage depletion on 
gold from 15 to 23 percent of gross income would have no effect on Homestake’s 
gold mining operations. The increase would, however, serve to stimulate ex- 
ploration for deposits of a higher grade, or which could be mined at lower costs. 
Examples below compare amounts per ton of ore that would be available if the 
grade of ore, or low operating costs permitted depletion equivalent to percentages 
of gross income. 


| Depletion rate 





T 
23 percent 15 percent 

= — ee Sa meee 

Gross income._---_---- — ‘ ce eis Ahn tier $24. 00 | $24. 00 
Oparetens o0008.....5:....-..... cee Std bake 9.00 | 9. 00 
Net operating income__.- : ~~ = ea ond 15. 00 | 15. 00 
Percentage depletion _ - : - : 5. 52 | 3. 60 
Total_. watts ‘ 4 east buts 9. 48 | 11. 40 
Federal income tax, 52 percent _. i a 4.93 | 5. 93 
Total. oun a 4.55 | 5.47 

Add, depletion. ____- 5. 52 3.60 
Net case available for dividends. -_-- _— 10. 07 9. 07 
Gross income... __.___- ee ; i 12. 00 | 12. 00 
Operating costs____-.- sake ind ‘ dete dh Siw thdaw ibe 5. 00 a 5. 00 
Net operating income___._____- 7. “00 | 7. 00 
Percentage depletion - - ---- : 5 : i ne 2.76 | 1. 80 
Total_____. aia ‘ Seantaec > secasl 4. 24 | 5. 20 
Federal income tax, 52 percent_. Set 2. 20 2.70 
ct ete Sle hdeiatdindth atin chipage ‘ resist edie 2. 04 | 2. 50 
Add, depletion - - 2. 76 1. 80 
Net cash available for dividends__....____- a 7 4. 80 4. 30 


Senator Casr. Mr. Chairman, there is with me this morning Mr. 
Kenneth Keller, who is the general counsel for the Homestake Mining 
Co. I think if the committee would permit, I would like to have him 
supplement my statement, and then either he or I would be available 
to answer questions if you have them. 

The Cuarrman. Mr. Keller, we will be very glad to hear from you. 


STATEMENT OF KENNETH KELLER, GENERAL COUNSEL, 
HOMESTAKE MINING CO. 


Mr. Ketirer. Mr. Chairman and members of the committee, I would 
like to very briefly corroborate the statement of Senator Case with 
reference to this problem. The Senator is a good student of mining. 

The Cuarrman. He is a good student of most everything. 

Mr. Ketuer. Yes, indeed, sir. 

We feel in the gold industr y that this amendment should be adopted 
to remove any existing inequity in the tax law. We see no reason why 
the metal gold should be placed in any different category than tin, 
lead, zinc, antimony, and the metals mentioned by Senator Case. 
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As you gentlemen are doubtless aware, the gold industry is in a very 
bad plight in this country by virtue of the fact that we have a fixed- 

rice product, the price having been fixed since 1934, and the cost and 
increases in inflationary costs such as wages and material are having 
a very detrimental effect upon the profit picture in our industry. In 
fact, insofar as my own company is concerned, our net profits have 
been steadily declining year by year. And if the present trend con- 
tinues unabated, the existing gold mines that are now operating, are 
facing the threat of extinction. We believe that it is only just and 
equitable that this new metal, which is certainly of importance to the 
economy of this Nation, be placed in a more favorable depletion cate- 
gory along with these other metals. 

The members of this committee realize, I am sure, that gold is im- 

ortant to the economy of this Nation, since 25 percent of Federal 
enna notes are backed in gold, and the metal still occupies its 
historic and traditional place in the field of international finance. 

I am not sure but that possibly the members of this committee may 
not be aware of this fact that annual consumption of gold in industry 
in this Nation is considerably in excess of our present current annual 
production. 

The important thing, I think, to emphasize at this meeting is that in 
relation to Federal tax receipts, the adoption of this amendment will 
at the present time have no effect, because, my company being the sole 
major producer, we are now up against the 50-percent limitation 
provision of the depletion law. In other words, your depletion rate, 
15 percent, or even of 23 percent, as we are suggesting, will bump head 
on into the 50-percent limitation. 

So that actually it will not give us any tax benefit as of now. As 
the Senator says, however, we think that as a matter of equity and 
fairness, this amendment should be made at this time, and in the 
future it may be of some benefit to us, particularly in the event, and 
when, I should say, the price of the metal is raised. 

Furthermore, it has, and will have, I think, an incentive effect, 
looking toward the discovery of future ore bodies, when a new mine 
might be developed and the 23-percent depletion rate might be of 
some substantial benefit. 

Thank you, gentlemen. 

The Cuarrman. Thank you very much, sir. 

Senator Carison. May I inquire if this is the only operating mine 
for gold in the Nation today ¢ 

Mr. Keer. It is the only major operating mine, sir. The Cripple 
Creek area is shut down—the mother lode in California—a consider- 
able amount of gold is produced in Utah as a by-product of the copper 
operation. 
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The Cuairman. Any other questions? 

Mr. Case, we thank you very much. 

The Chair wishes to insert in the record at this point letters he 
received from Mr. Herman M. Magnus, of Magnus & Co., Cincinnati, 
Ohio, and Mr. Weldon Doe, Jr., Sellers, Doe & Bonham, Montgomery, 
Ala., who address themselves to section 3 of H. R. 8381, the section 
on which the next two witnesses will testify. 

(The letters referred to follow :) 

MacGnus & Co., 
Cincinnati, February 3, 1958. 
Senator Harry F. Byrn, 
Washington, D. C. 


Dear SENATOR ByrD: We understand that the House passed on January 28, 
1958, H. R. 8381 and that section 3 of this was amended to provide that a dealer 
is not required to amortize premium on tax-exempt bends if, (a@) he disposes 
of the bond within 30 days after acquisition and, (b) the amount realized is 
higher than the adjusted basis of the bond. We understand the effective date 
of this goes back to November 7, 1956, and that the bill is now before the Senate 
Finance Committee. 

As a dealer exclusively in the sale of tax-exempt securities and as such for 
almost 33 years, we wish to call your attention to the fact that if this bill is 
passed and becomes law in the form that it passed the House, it will work 
untold hardships on the small municipal dealer who tries to conduct his business 
in a legitimate and proper way and at the same time will be the means of 
municipal subdivisions having to pay higher prices for their bonds. 

As an example of what we mean by the foregoing, if this bill passes and 
becames law it would add greatly to our bookkeeping requirements and general 
overhead and we are in no different position than the ordinary dealer in tax 
exempts. There may be some cases that this law is designed for, but certainly 
not for the vast majority of dealers and we believe it would be unfair to im- 
pose hardships on the large majority of the municipal dealers to correct any 
loopholes that a few may be taking advantage of. 

Here in Ohio, tax bonds must be sold at a single rate of interest. They 
cannot be sold at a split rate and the interest cost thus determined. The only 
way they can be sold is with one rate of interest in multiples of one-fourth 
percent and the premium determines the best bid. To force dealers to have 
to amortize premiums as per the House-adopted bill would, in our opinion, 
cause for lower premiums to be bid by the dealers for Ohio bonds, and, of 
course, this is also true in other States. 

We respectfully request your consideration to the foregoing and hope that 
the bill will not pass the Senate. 

Respectfully yours, 
HERMAN M. MAGNvus. 


SELLERS, DoE & BONHAM, 
Montgomery, Ala., February 27, 1958, 
Senator Harry F. Byrp, 
United States Senate, Washington, D. C. 


DeaR SENATOR ByrpD: It has come to our attention that you, as a member of 
the Senate Finance Committee, are now considering H. R. 8381. 

As a relatively small firm dealing in municipal bonds, we are quite upset by the 
proposed section 3 of this bill for the following reasons. 

First and foremost is the great amount of added work that would be required 
by our bookkeeper and accountant in order to comply. Already these people 
are kept extremely busy in order to comply with existing regulations of the 
Securities and Exchange Commission and the Internal Revenue Service. To 
require us to amortize the premium on practically every bond we handle (nearly 
all of our purchases from municipalities are at a premium) would place an 
unbearable burden on an already overworked staff, which could only lead to 
either (1) higher interest costs to the selling municipality because of an increased 
cost of doing business, or (2) a freezing out of the small investment banker by 
the large houses who are better staffed and can better withstand the added load. 

Secondly, in no matter what form this bill may eventually be passed, it would 
seem entirely unfair to us to make its provisions retroactive. Certainly, you 
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would not penalize every bond dealer in this country of ours because of the 
transgressions of a relative few. 

We therefore would strongly urge that— 

(1) No dealer be required to amortize the premium on a tax-exempt bond 
sold at a profit, no matter how long he has to hold it. 

2) The effective date for this bill to go into effect be a reasonable time after 
its final adoption. 

Very truly yours, 
WELDON DOE, Jr. 

The CuarrmMan. The next in turn is M. W. Wright Harrison, Presi- 
dent of the Peoples National Bank of Charlottesville, Va. Mr. Harri- 
son, have a seat. 


STATEMENT OF W. WRIGHT HARRISON, PRESIDENT OF THE 
PEOPLES NATIONAL BANK OF CHARLOTTESVILLE, VA. 


Mr. Harrison. Senator Byrd, as one of your constituents, that 
certainly was good news that you will be lea ling the Commonwealth 
of Virginia fora long time to come. 

The CHairMaAn. I want to present Mr. W. Wright Harrison, presi- 
dent of the Peoples National Bank of Charlottesv ville, Va., one of the 
leading banks of the South. 

You may proceed, Mr. Harrison. 

Mr. Harrison. My name is W. Wright Harrison. I am president 
of the Peoples National Bank, a dealer bank which underwrites and 
deals in State and Government bonds. Our main office is in Char- 
lottesville, Va. I am appearing today in the place of Mr. W. S. Hild- 
reth on account of his illness. Mr. Hildreth is chairman of the board 
of our bank. 

We specialize in municipal undewritings in the South Atlantic area, 
partic ularly in Virginia, West Virginia, Maryland, Delaware, and 
the Carolinas. We have been underwriters in many millions of bonds, 
particularly school bonds, in the Washington suburban area, at times 
when these bonds were very difficult to sell. We partic ip: ited in bids 
of $64,141,000 bonds and bought $8,500,000 in Arlington County, Va.; 
Alexandria, Va.; Fairfax County, Va.; and Montgomery County, Md., 
in the last 3 years. 

I wish to speak particularly on H. R. 8381, section 3, concerning 
dealers in tax-exempt securities, first in regard to the legislation, and 
second in regard to the effective date. 

In regard. to the legislation, there is no royal road to riches even 
for the "Treasury Department. Perhaps this amendment may bring 
a little more revenue to the United States Government. We are con- 
vinced, however, that what revenue does come in this way will be offset 
almost exactly by higher interest paid by the counties, by the cities, 
and by the States. You are all familiar with the recent difficulties in 
marketing over a long period of years. We believe the effects of this 
change w ill be so far-reac hing, particularly in the case of local school 
issues, that the harm done to the loc ‘alities will be much more serious 
than any slight increase in revenue to the Internal Revenue Depart- 
ment. 

However, should any legislation be passed affecting this section of 
the law we are convinced that the effective date should be a date sub- 
sequent to final adoption of the bill or at least some definite future 
date such as July 1, 1958, September 1, 1958, or some later date when 


22196—58——_8 
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it is certain that Congress will be adjourned and when the bill may 
have passed. I should like to emphasize to you gentlemen the great 
difficulty in bookkeeping and accounting and the very considerable 
expense imposed on dealers by requiring ‘them to amortize premiums. 

I should like to point out that this requirement would be imposed 
on an inventory which is the stock in trade of dealers so that each 
dealer carrying an inventory in issues of municipal bonds with 10 or 
even 40 maturities would have to make a separate computation of 
the amortization on each sale of each maturity. This would necessi- 
tate a burden and an expense which, in the ‘final analysis, must. be 
passed on to the borrowing municipality and if it were imposed retro- 
actively, it would create a terrible problem to the dealers. As things 
stand now, we have no idea what amortization requirements will be 
included in the final bill and it would appear highly unusual to re- 
quire us to compute our income retroactively on the basis on an un- 
known new provision in this law. We, therefore, strongly urge that 
should section 3 be enacted the effective date be made subsequent to 
the date of the final adoption of the bill. 


CONCLUSIONS 


Briefly we have two recommendations. 

1. Section 3 of H. R. 8381 be eliminated completely. 

2. Should any part of this section be enacted that the effective date 
be subsequent to the date on which the bill is adopted. 

We sree the opportunity of submitting these recommenda- 
tions to the committee. 

The Cuarrman. Mr. Harrison, we appreciate your appearance ver, 
much. 

Are there any questions? 

Senator Wiitams. Mr. Harrison, you were speaking in regard to 
the effective date. Assuming that this section was enacted, you 
would have no objection to its being made January 1 of this year, 
would you? I mean, it would not “necessitate retroactive amended 
returns ? 

Mr. Harrison. It would not make necessary amended returns; no, 
sir. It would mean that—we are well into the year 1958, and we 
have not started making the necessary computations during this pe- 
riod of the year. It could be done. It would be much simpler if 
it were a date when we could begin making the necessary bookkeep- 
ing for the transactions at the time when this particular section be- 
came effective. 

Senator WitiraMs. I see, thank you. 

The Camman. You stated that any additional revenue that might 
come to the Federal Government. would be offset by high interest 
rates paid by the cities and States; is that right? 

Mr. Harrison. That is right. 

The Cuarrman. Would you submit a further memorandum, elabo- 
rating on that a little more? 

Mr. Harrison. Yes, sir; we would be glad to submit one to the 
committee, particularly on the subject. of how the cost would be car- 
ried on to the borrowing municipalities. 

The Cuatrman. And in that memorandum, would you give some 
concrete illustrations. We would like to put it in the record. 
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Mr. Harrison. Would you like me to attempt to do this at this 
time, or do you want the memorandum ¢ 

The CuatrmMan. No; submit a memorandum. 

Mr. Harrison, All right, sir. I would be glad to. 

The Cyairman. Mr. Stam says this is only done in the event of a 
loss, not in the event of a gain. Do you understand that? 

Mr. Harrison. Yes, sir. 1 understand that the present deal which 
you are considering would only require this computation in case of 
a loss. That is true. We feel that the effect would still be the same 
in the case of securities on which we did take a loss, that it would be a 
burden which would have to be passed on to the borrowing munic- 
ipalities. 

The Cuarrman. If you will furnish that memorandum, Mr. Harri- 
son, We would appreciate it. Thank you very much for your ap- 
pearance. 

(The following was subsequently received for the record :) 


MEMORANDUM TO THE SENATE COMMITTEE ON FINANCE RE SECTION 3, H. R. 8381 


By W. Wright Harrison, president, the Peoples National Bank, 
of Charlottesville, Va. 


Gentlemen, after completing my testimony before your committee on February 
24, 1958, your chairman, Senator Byrd, asked for a memorandum elaborating 
further on my statement that any additional revenues that may come to the 
Federal Government as a result of the proposed change in section 3, H. R. 8381 
would be offset by higher interest rates paid by the cities and States. Senator 
Byrd asked for concrete illustrations. I would like to give two such illustra- 
tions: the first, a municipal issue bought by this bank in its capacity as a 
municipal dealer in which the bank made a profit, and the second, an example 
wherein it sustained a market loss. In each case I have shown the net results 
after taxes and after interest income under the present law and also the results 
under the changes proposed by section 3, H. R. 8381. 


EXAMPLE NO. 1—(A PROFIT) 


We purchase $100,000 city of Charlottesville, Va., bonds due 7 years after 
date bearing interest at 5 percent. We bid a net interest cost to the city of 
2.50 percent on these bonds. We finally sell the bonds to a permanent investor 
90 days later at a 2.40 percent interest return. Under the present law, we would 
have a net income after 52 percent corporate taxes on our profit and our non- 
taxable income on our investment for the 90-day period of $1,320.27. Under 
the proposed section 3, H. R. 8881, we would have a net profit after taxes and 
nontaxable income on the investment of $1,024.03. This means that the trans- 
action would result in $296.24 less net income after taxes to this bank and would 
result in the United States Treasury receiving an equal amount in additional 
revenue. Since the bidding on municipal issues is a highly competitive market, 
one must assume that in bidding 2.50 percent for the above-mentioned Char- 
lottesville bonds that we felt that a possible profit after taxes of $1,320.27 was 
the minimum amount of anticipated profit to which we were entitled after con- 
sidering the risk involved and the money-market conditions at the time of sale. 
In order to obtain this $1,320.27 profit under the proposed amendments to the 
law, we could bid the city of Charlottesville only 2.60 percent rather than 2.50 
percent as bid in the example under the old law. Therefore, the city of Char- 
lottesville would pay one-tenth of 1 percent more interest for 7 years on $100,000, 
or $700, in order that the Treasury could collect $296.24 more taxes from this 
bank on its small profit at the time the bonds were sold. 


EXAMPLE NO. 2 (A LOSS) 


We purchase $100,000 City of Charlottesville bonds due 3 years after date 
bearing interest at 5 percent. We bid a net interest cost to the city of 2.25 per- 
cent. Because of a drop in bond prices, we must sell these bonds 30 days later to 
an investor at 2.30 percent. Under the present law, we would have a net loss 
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after 52 percent tax credit combined with our nontaxable interest income during 
the 30 days our money was invested of $242.90 income. Under the proposed sec- 
tion 3, H. R. 8381, we would have a net loss after tax adjustment combined with 
our nontaxable interest income of $128.24 income. This means that the trans- 
action would result in $114.66 less net income after taxes to this bank on the 
transaction and would result in the Treasury receiving an equal amount in 
additional revenue. Once again it must be assumed that our bid of 2.25 percent 
was fair and that we are entitled to $242.90 net income for the risk involved in 
underwriting these bonds and for the use of our money for 30 days. In order to 
obtain this $242.90 under the proposed changes in section 3, H. R. 8381, we could 
bid only 2.33 percent rather than 2.25 percent as we bid in the example under the 
old law. Therefore, the City of Charlottesville would pay 8/100 of 1 percent 
more interest for 3 years, or $240, in order that the United States Treasury 
could collect $114.66 more taxes from this bank on its income from this trans- 
action at the time the bonds were sold. 

These two examples prove conclusively that section 3, H. R. 8381 might raise 
small amounts of additional tax income for the Treasury but the cities and 
States would pay much more than the amount received by the Treasury in in- 
creased interest cost in issuing new bonds. The mathematical computations in 
the two examples outlined above have been carefully made by our accounting 
department. Should the members of the committee or the staff of the Internal 
Revenue Department be interested in the detailed computations, we would be 
glad to supply them. 

The other matter of expense which must eventually be passed along to the 
municipalities is the matter of bookkeeping costs. The computations of 
amortization is a time-consuming process which does not lend itself to automa- 
tion. In our municipal department, an additional clerk would be needed to 
make the thousands of amortization calculations necessary and to keep records 
on these for income-tax purposes. The net result would be a few dollars in 
additional revenue to the Government in income taxes, but the salary of this 
additional clerk must be borne by the cities and towns issuing municipal bonds. 

We appreciate the opportunity of submitting this supplemental memorandum. 

W. WRIGHT HARRISON, 
President, The Peoples National Bank of Charlottesville, Va. 


The Cuatrman. The next witness is Mr. William M. Adams, vice 
president of the Investment Bankers Association of America. 


STATEMENT OF WILLIAM M. ADAMS, VICE PRESIDENT OF THE 
INVESTMENT BANKERS ASSOCIATION OF AMERICA 


The Cratrman. Mr. Adams, we are glad to have you, sir. You 
may proceed. 

Mr. Apams. Senator Byrd, and members of the Finance Commit- 
tee, my name is William M. Adams. I am president of Braun, Bos- 
worth & Co., an investment banking firm which underwrites and deals 
in State and municipal bonds. My office is in Detroit but my firm also 
has offices in other States. I am appearing today as a vice president 
of the Investment Bankers Association of America. 

The Investment Bankers Association of America is a voluntary un- 
incorporated trade association of investment banking firms and se- 
curity dealers who underwrite and deal in all types of securities. Our 
Association has over 800 member firms engaged in one phase or an- 
other of the securities business in the United States and Canada, in- 
cluding about 100 commercial banks. Our members have, in addition 
to their main offices, over 1,300 registered branch offices. Many of 
these firms underwrite and deal in State and municipal bonds and in 
the aggregate do a large percentage of the underwriting, distribution, 
and trading of State and municipal bonds. 

Since our recommendations are directed solely to section 3 of H. R. 
8381, regarding amortization of premium on tax-exempt bonds by 
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dealers, it may simplify understanding of the problem to summarize 
briefly the function of dealers in marketing municipal bonds, the pric- 
ing of municipal bonds, and the effect of amortization by dealers. 

Senator Kerr. Just a moment, Mr. Adams. Would you give the 
committee your interpretation of what section 3 would do? 

Mr. Apams. It is my understanding that section 3 would require 
dealers to amortize premiums on all tax-exempt bonds held by them, 
unless, first, a bond is disposed of by the dealer within 30 days after 
the date of its acquisition by him; and (4) the amount realized is 
higher than the adjusted basis of the bond. Section 3 would apply 
to all tax-exempt bonds acquired by dealers after November 7, 1956. 

Senator Kerr. After November 7, 1956. Now, are you opposed to 
it at all or are you opposed to the retroactive feature of it, or what 
is your position ¢ 

Mr. Apams. I am opposed to two things, Senator, which I have in- 
cluded in this statement. Would you prefer that I state them now, 
or as they come into the statement ? 

Senator Kerr. Well, I thought that for my own benefit, the best 
way to get rid of ignorance is to expose it. If I knew to start with 
what you were addressing yourself to I might better understand 
what you say as you address yourself to it. 

Mr. Apams. We are opposed to the 30-day limitation in connection 
with this section, and also the date of its taking effect. 

Senator Kerr. Now, if the effective date would change it to that 
of the passage of the act, how would you feel about the bill ? 

Mr. Apams. I think, sir, that we would be very happy to see it at a 
date that was defiritely set in the future on which we could begin to 
function on that basis. And the date of the act, of course, would be 
presumably some later date, would it not ? 

Senator Kerr. I said if the effective date of the provision were 
made the same as the passage of the act. 

Mr. Apams. That would be quite agreeable. 

Senator Kerr. Then if that were done, would that cure all of your 
opposition to the section / 

Mr. Apams. No. The 30 days. It is the other portion of it that 
we are opposed to. 

Senator Kerr. What phase of that are you opposed to? The 
30-day clause on sale or disposal of a tax-exempt bond is in the exist- 
ing law, isn’t it 

Mr. Apams. But that existing law applies only to bonds 5 years 
and under. Under the new section it would apply to any maturity 
of bonds sold at a loss or held over 30 d: ays and sold at a profit. 

Senator Kerr. All right. Then you helped me some. Now, go 
ahead, maybe I will catch up with you before you get through. 


FUNCTION OF DEALERS 


Mr. Apams. Most issues of municipal bonds are offered by the 
issuing municipality at competitive bidding and are sold to the syndi- 
cate of dealers which bids the price that provides the lowest net in- 
terest cost to the issuer. The dealers reoffer the bonds to investors 
at a price slightly higher than the price paid to the issuer, the markup 
in price representing the dealer’s profit. The dealer is a merchant 
of bonds, the bonds held by the dealer constitute his stock in trade 
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for sale to customers, and the primary objective of the dealer is to 
resell the bonds as quickly as possible at a profit. 


PRICING OF BONDS 


Most issues of municipal bonds are serial issues, that is some of 
the bonds mature each year to the final maturity date. The price 
varies for bonds of different maturities in the same issue, so that each 
maturity of bonds in a single issue may for bookkeeping purposes 
constitute a separate item of stock in trade. If a dealer on a single 
day buys and offers for resale 3 or 4 issues of bonds and each issue 
has 20 separately priced maturities in it, the dealer may have 60 
or 80 separately priced new items of stock in trade, plus his accumu- 
lated inventory of bonds previously purchased. 

A bond is priced at a “premium” when its dollar price is higher 
than its face value (ordinarily $1,000). 

Senator Kerr. Now, would you say its dollar price is higher when 
its market value is higher ? 

Mr. Apams. A bond is priced at a premium when its dollar price 
is higher than its face value, face value ordinarily being $1,000. 

Senator Kerr. The face value is the par value, isn’t it / 

Mr. Apams. That is correct. 

Senator Kerr. Then your term here “dollar price” is synonymous 
to dollar price? 

Mr. Apams. That would be the market price. 

Senator Kerr. All right. 

Mr. Apams. A bond is priced at a “discount” when its dollar price 
is lower than its face value. Practically all new issues of municipal 
bonds are purchased by dealers at a small premium because (1) laws 
in many States require that the issuing municipality receive at least 
the face value of the bonds and (2) the bidding by dealers on the 
bonds usually results in a price above the face value. 

Senator Kerr. Is that because of the advice of counsel or others to 
the issuer as to what interest rate will enable the bidders to pay par 
or a little better? 

Mr. Apams. Yes, that is correct. Of course, the dealers set the 
coupon rate, and as I say here, the law in most States requires that 
you must set a coupon rate at which you will purchase from the 
municipality originally the bonds at their face value or higher. 

Senator Kerr. Now, the law doesn’t require the setting of the 
coupon rate at any specified figure; does it ? 

Mr. Apams. No. 

Senator Kerr. Doesn’t the law just require that the issuer receive 
at least par or what you refer to as the face value for the bond? 

Mr. Apams. That is correct, sir. 

Senator Kerr. And in fixing it so that that can be done, then you 
get into the matter of fixing the coupon ? 

Mr. Apams. That is correct. 

Senator Kerr. Which is the same as the interest rate 

Mr. Apams. That is correct. 

Senator Kerr. All right. 

Mr. Apams. However, bonds which were originally sold at a pre- 
mium may subsequently be resold at a discount if (@) money rates go 
up so that investors demand a higher yield than the interest rate pro- 
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vided on the bond or (0) adverse developments in the credit of the 
issuer increase the risk in the bonds. Thus, in the latter part of 1956 
when money rates went up many issues of bonds which had been sold 
previously at a premium were then sold at a discount. 

Senator Kerr. And when the interest rates came down in the latter 
part of 1957, then the dealer that had a very high inventory of bonds 
which they had either held because they couldn’t get cost out of them 
or because they felt they would have a chance by holding them to do 
better on them, made more money than the combined group of them 
had made in any similar period in the memory of most dealers; didn’t 


they ¢ 
Mr. Apams. I don’t know that I would go quite that far al- 
though—— 


Senator Kerr. How near would you come to it / 

Mr. Apams. Well, there are other periods, Senator, when we have 
had rather quick rises in the market which would have occasioned your 
receiving a quick rise in inventory. 

Senator Kerr. You know I have enough trouble listening to the 
spoken word without trying to correlate it with visual education. I 
wish you would tell me, if you can, a period in our history similar to 
November and December 1957, when the dealers with a big inventory 
of bonds with medium- and high-interest rates enjoyed as much of 
an increase in value of inventory as quickly as they did in that 60-day 
period, when you take into account both the amount of the inventory 
and the increase in value of it. 

Mr. Apams. I don’t have the figures on the amount of inventory 
in 1953, but I can give you the rapidity of the increase. 

Senator Kerr. Now, the Treasury sold its 90-day bills 2 days ago 
for 1.21; didn’t they ? 

Mr. Apams. That is correct. 

Senator Kerr. The first of November they were selling them at 
what, 3.75, 3.74? 

Mr. Apams. 3.6, something, I believe, was the highest yield on 
which they sold their bills. 

Senator Kerr. And that was in late October or early November 
of 1957? 

Mr. Apams. That is approximately correct. 

Senator Kerr. Now, from November to February 15 is how long? 

Mr. Apams. Three months. 

Senator Kerr. Will you tell me, show me any other period in our 
history when the interest rate on a 90-day bill decreased to that 
extent? 

Mr. Apams. Senator, I am not a dealer in United States Govern- 
ment bonds. 

Senator Kerr. You have a chart there, which you offered us as an 
exhibit. 

Mr. Apams. Yes. 

Senator Kerr. I presumed you understood it, and I was quite sure 
that I might not. 

Now, referring to that chart, will you tell me if it discloses any 
period in our history when that much of a change took place in 
that short a time? 

Mr. Apams. You asked me to confine it to Government bills, and 
I do not have those figures here. 
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Senator Kerr. Do they fix the market or follow the market ? 

Mr. Apams. I would say that nothing would be quite so responsive 
to general interest rates as the Gover nment bills. 

Senator Kerr. Well, then, I just referred to them because it hap- 
pens that I know something about them, and you being in the posi- 
tion you are, not only a dealer but the vice president of the Invest- 
ment Bankers Association of America, I am sure you would either 
have in your mind, or within your reach information on other in- 
ventory, that: is, other bonds or debentures or interest bank securi- 
ties. And there would be a pretty close relationship between any 
of them and the interest rate on Government bills; wouldn't there? 

Mr. Apams. may I speak on municipal bonds, which is what we 
deal in, Senator ? 

Senator Kerr. Well, I would be glad if you would answer my ques- 
tion. You said that there is nothing that more nearly reflects fluctu- 


ations in the market than Government bills. Did you make that 
statement ? 

Mr. Apams. I think that is correct. 

Senator Kerr. That was the statement you made; wasn’t it ? 

Mr. ApaAms. Yes. 

Senator Kerr. Well, now, do you still think it is correct? You 
thought it was correct when you made it. 

Mr. Apams. I still think it is correct. 

Senator Kerr. That is the assumption IT am indulging here. 

Mr. Apams. We are dealing with municipal bonds and in connee- 
tion with this bill, it applies to munic ipal bond dealers, and I would 
like to give you some figures on the change in the market for munici- 
pal bonds in'similar per iods. Mi ay I do so? 

Senator Kerr. Well, if you do, I want you to distinctly understand 
that I understand that you are giving that on your own initiative 

rather than in response to my question. 

Mr. Apams. Not being a dealer in Government bonds, we are in- 
terested from the standpoint of our inventory only in connection 
with the handling of municipal bonds. In other words, we do not 
stock or deal in Government bonds. 

Senator Kerr. I understand. 

Mr. Apams. And I am only interested in the movements of Gov- 
ernment bond rates as they relate to municipal prices. 

Senator Kerr. And whether one causes the other, that is, whether 
Government bills make the market or follow the market, the rate at 
which they sell certainly reflects the market as at the time they are 
sold ? 

Mr. ApAms. Definitely. 

Senator Kerr. Either by reason of the market being that or by 
reason of their selling so that the market then becomes that ? 

Mr. Apams. Definitely. 

Senator Kerr. Then let me get the answer to my question. Tf you 
don’t know, just say so. Do you know of any other period of 90 days 
or thereabouts, maybe 105, if you went from October 31 to F ebruary 

15, do you know of any other comparable period in our history when 
the interest rates on 90- day Government bills had that wide a fluctua- 
tion and that much of a decline? 

Mr. Apams. May I say to you that Government bills, 60- to 90-day 
bills alone, would not be indicative of the entire interest rate market. 
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Senator Kerr. Surely you may, you can say anything you want to, 
you have got the right of freedom of speech, you have got the right 
to answer my question or say you don’t want to, or say you don’t 
know, or filibuster. And since that seems to be what you want to do, 
why, you go ahead and make your statement. 

I am not adverse to your position. The fact about the business is, 
I think you are justified i in opposing at least the retroactive features 
of this section. But it just happens that I was interested in another 
phase, and here you are, the representative of a great segment of this 
Nation, the Investment Bankers Association of America, and you 
come here occupying that position, and it enables you to speak with 
some authority, and I had hoped that you and I might indulge here 
in a colloquy that would evince some information. And I assure you, 
as far as [ am concerned, you wouldn’t damage your position any by 
giving me the benefit of any information which you must have. 

The Cuarrman. The Chair would suggest that you answer Senator 
Kerr to the best of your ability. If you feel that you are not com- 
petent to answer the question- 

Mr. Apams. I would be very happy to answer the question. But 
when I answer a question like that, | would like to say that the level 
of such and such on a certain date, and I cannot do that from memory 
on Government bills. 

To answer your question, Senator, I do not think there is any ques- 
tion but what this was probably the most rapid change and most 
drastic change in a similar period of time that we have ever had in 
our history. The reason I hesitated at all was that there was a period 
there in 1953 when we had a most rapid change and a very drastic 
change, and it would come somewhere near the similar change that we 
now have experienced. And I am reluctant to say yes or no without 
having the date and the figures in front of me. That was the only 
reason for my reluctance. 

Senator Kerr. I understand that. And I asked you if you could 
remember any other period. 

Mr. Apams. I could not from memory, and so I hesitate. 

Senator Kerr. I appreciate what you say because with the limited 
acquaintance I have with the situation, I don’t remember any other 
period, and I say to you quite frankly, if between us we could find 
another period for the sake both of information and accuracy, I would 
like you to identify it, and say when it was. 

Mr. Apams. I can give you figures- 

Senator Kerr. Let me see if we can agree on this, that there have 
been a few such periods, and if there are any others at the moment, 
neither of us can think of them. 

Mr. Apams. That I would agree with; yes. 

Senator Kerr. Now on that basis, is that not indicative of the 
foundation for what I just asked you about, if the period of November 
and December wasn’t one in which, let us say, there was one of the 
most rapid accelerations in value of inventory that either of us can 
remember, and it was at that time when the investment dealers had 
very large inventories? 

Mr. Apams. That is true. 

Senator Kerr. I appreciate your letting me get that information 
into the record. 
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Mr. Apams. The effect of amortization. If a dealer buys a 10-year 


$1,000 bond with a 314 percent interest coupon for $1,021.20 (to yield 
314 percent to maturity) and sells the bond in 30 days for $1,021.02 
(to yield 314 percent to maturity), if not required to amortize pre- 
mium, he would have a loss of 18 cents. 

Senator Kerr. What is the meaning of the term “to amortize a 
premium” ? 

Mr. Apams. Let us take a 1-year 6 percent bond, and assume that 
you bought it to yield 

Senator Kerr. A 1-year 6 percent bond dated January 1, 1958. 

Mr. Apams. All right. 

Senator Kerr. Now, that gives you the rate, the term, and the date 
of issuance. 

Mr. Apams. Right. 

Senator Kerr. Now, when did you buy it? 

Mr. Apams. Let’s say that we bought it on January 1, 1958, and 
that we sold it on July 1. 

Senator Kerr. What do you assume you paid for it? It is a $1,000 
bond. 

Mr. Apams. Let’s assume that we paid $103 for it. 

Senator Kerr. Then that would be $1030? 

Mr. Apams. Yes. 

Now, if we have to amortize this bond 

Senator Kerr. Now, you didn’t say you amortized the bond, what 
you said was you amortized the premiums. 

Mr. Apams. Amortized the premiums. 

Senator Kerr. The premium there is $30. 

Mr. Apams. That is correct. 

Senator Kerr. When you amortize that, what do you do? 

Mr. Apams. We wouud divide it up into the number of 6-month 
periods between the date of the bond and the date of maturity. 

Senator Kerr. Does that mean then that in amortizing that prem- 
ium, and it being a 1-year period, you would by amortizing charge 
as an item of expense one-fourth of it in each of the 3 months of 1958, 
since it was a 1-year bond? 

Mr. Apams. That is correct, except that the amount of amortized 
premium is not deductible and cannot be charged as an item of expense. 

Senator Kerr. Now, if it were a 2-year period, and you were going 
to pay a 3 percent premium on it, then you would pay $1,060, wouldn't 
you? 

Mr. Apams. That is approximately correct. 

Senator Kerr. And then if you were permitted to amortize that 
premium, and since it is a 2-year bond, you would first charge off half 
of that premium each of the 2 years for which the bond was issued ? 

Mr. Apams. A fourth each 6 months, but the amortized premium 
on tax-exempt bonds cannot be charged as an item of expense. 

Senator Witi1Ams. When you sell this bond, if you sold it at a price 
higher, how would you figure your amortization ? 

Senator Kerr. You sure left me suspended in mid air up there, 
Senator. That is all right. You go ahead, and I hope that I am still 
hanging up there. 

Senator Witt1aMs. I was just lost because I thought at some time 
you were selling this bond. 
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Senator Kerr. If it is a 2-year bond and you pay a 3 percent 
premium, then you have paid $1,060 for it, approximately ¢ 

Mr.Apams. That is correct. 

Senator Kerr. In other words, the $60 is a premium? 

Mr. Apams. Well, you would be paying a 6 percent premium, then. 

Senator Kerr. But it is $60? 

Mr. ApAms. That is correct. 

Senator Kerr. And 6 percent for 1 year is nearly the same as 3 
percent for 2 years? 

Mr. Apas. You mean the other way around, don’t you? 3 percent 
for 1 year is the same as 6 percent for 2 years. 

Senator Kerr. No, 6 percent for 1 year, I believe, is the same as 3 
percent for 2 years. 

Mr. Apams. I understand now what you mean. You are correct. 

Senator Kerr. But whether you call it a 3 percent premium for 2 
years or a 6 percent premium for 1 year, the $60 is the premium ? 

Mr. Apams. That ts correct. 

Senator Kerr. And if you are permitted to amortize it, that means 
that if you keep your books and pay your taxes on an annual basis, 
you charge $30 each of those 2 years, or $15 each 6 months of the 2 
years. 

Mr. Apams. That is correct, but amortized premiums cannot be 
deducted in the case of tax- exempt bonds. 

Senator Kerr. Now, then, Senator Williams, I was getting around 
to your question. 

Senator Wiu1aMs. All right. 

Senator Kerr. Now, then, by amortizing the premium, we have 
got that on the debit side of your books taxwise, haven’t we? 

Mr. Apams. Yes. 

Senator Kerr. Now, then, does this still prevent you from doing 
that? Would this section prevent you from charging that premium 
off as an expense? Under the present law you amortize that premium, 
don’t you? 

Mr. Apams. On any bond over 5 years held—under 5 years, = they 
are held longer than 30 days, we must amortize it. Over 5 years, we 
don’t have to amortize it. 

Senator Kerr. Well, now, do you want to amortize it, or don’t 
you want to amortize it? Which is your position before this com- 
mittee ? 

Mr. Apams. Well, the position we are taking here, Senator, is that 
we are—we prefer to require as little unusual bookkeeping as possible. 

pen bor Kerr. You mean you prefer to have as little of it required 
of you? 

Mr. Apams. That is correct. 

Senator Kerr. You prefer that the Government require as little of 
it as possible ? 

Mr. Apams. To amortize all items that we handle, which is what 
would be required, that is, to at least check every item to see if it re- 
quired amortization, would be required under this bill as it is set up. 

Senator Kerr. Would be required ? 

Mr. Apams. Yes, sir. 

Senator Kerr. And that would be a rather large bookkeeping job? 
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Mr. Apams. That would be a tremendous bookkeeping item. I 
have brought along figures from my own books to show you what is 
involved. 

Senator Kerr. You are getting ahead of me. I will be glad to look 
at that. But I am trying to go ahead with you and understand it, 
and since you understand it and I don’t, I will tell you frankly that 
you have got the advantage of me here. And if you can help me to 
understand it as well as you do, we will be able to talk about it on an 
equal basis, won’t we ? 

Now, let’s say you pay $1,060 for this bond, and you keep it for 30 
days and you get $1,100 for it. That means you have made $40, 
doesn’t it ? 

Mr. Apams. That is correct. 

Senator Kerr. Now, what do you pay taxes on under those circum- 
stances? And what do you charge off under those circumstances ? 

Mr. Apams. You would pay taxes on $40, and you would not charge 
off against your income any of the amortization that would have 
prevailed over that period of 30 days on that bond. 

Senator Kerr. In other words, one twenty-fourth in this event of 
the $60, since it is a 2-year bond, and since you pay the $60 premium. 

Mr. Apams. One twenty-fourth. 

Senator Kerr. Is that correct? 

Mr. Apams. That would be one twenty-fourth; yes. 

Senator Kerr. But you still made $40, didn’t you? 

Mr. Apams. Yes, sir, according to your figuring. 

Senator Frear. May I inquire what kind of bond this is, whether it 
is municipal or Government ¢ 

Senator Kerr. Well, my question was addressed to any bond. 

Senator Frear. Any bond. Well, I think there is a difference, isn’t 
there ? 

Mr. Apams. Yes. If these are municipal bonds that we have been 
talking about under my interpretation only. 

Senator Kerr. W hy do you talk about municipal bonds only’ Is 
that because that is all you handle, or because they are tax exempt ? 

Mr. Apams. Because they are tax exempt. 

Senator Kerr. In other words, whatever interest would be collected 
in that time by you or anyone else that collects it, is tax exempt ? 

Mr. Apams. That is correct. 

Senator Kerr. But your profit on this transaction is $40. 1 want 
to tell you I can figure that out, if you pay $1,060 for it this week and 
sell it a month from now at $1,100, in my country that is $40 profit. 
And until you begin to put things on the debit side, you owe tax on 
$40, don’t you? Now, what is it that you now can do in the matter 
of offsetting a part of that $40 profit under the existing law? 

Mr. Apams. For bends that are under 5 years matur ity. 

Senator Kerr. Well, this is a 2-year bond ? 

Mr. Apams. It is a 2-year bond. If that bond were held less than 
30 days 

Senator Kerr. But you hold it for 30 days. 

Mr. Apams. Then if we hold it over 30 ‘days we must amortize this 
bond, and therefore get no benefit—well, if we have held it ex xactly 
30 days 











Senator Kerr. Let’s say 31 days. 
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Mr. Apams. If we have held it 31 days, then we must amortize that 
bond, and we get no benefit of the wr iteoff of it at all. 

Senator Kerr. W ell, if you must amortize it, don’t you then get the 
benefit of what you have done because you must? 

Mr. Apams. Senator Kerr, let me just back up for a minute here 
and try to make it clear if Lcan. Now, if you hold this bond for the 
31 days, which goes over the period, then any amortization, this one 
twenty-fourth that you mention of the premium, must be as far as 
we are concerned from a tax point of view, be deducted from the cost 
of the bond, so that there is no advantage in it. Now, if you hold the 
bond under 30 days under the present law, you are not required to 
amortize and are able to get the advantage and you have received in 
the meantime tax exempt Income. 

Senator Kerr. No, you haven't selected any income, because I 
asumed that if this bond were issued on January 1, 1958, there 
wouldn’t be a coupon that anybody would collect before February 1. 

Mr. Apams. But all bonds, Senator Kerr, are traded on an interest- 
accrued basis, so that——— 

Senator Kerr. I had assumed that that was included in the $1,100. 
Now, if you had sold that $1,100, would you get in addition to that 
the interest for that period of time? 

Mr. Apams. Correct. 

Senator Kerr. Now, you have helped me a whole lot with that one 
statement, so that if you sold the bond for $1,100 you would sell it for 
$1,100 plus the 31 days interest / 

Mr. Apams. That 1s correct. 

Senator Kerr. Then you still wouldn’t owe, would you, any tax on 
that 30-day interest, because that is a tax-e xempt bond ¢ ; 

Mr. Apams. No, there would be no tax on it. 

Senator Kerr. Well, then, you wouldn’t want to charge that off 
against the $40 profit, in addition to this, would you 

Mr. Apams. No, there is no chargeoff there. 

Senator Kerr. Well, I thought you said that if you had held 
more than 31 days you had to make a chargeoff, 

Mr. Apams. Well, you do get the benefit of the amortization against 
your interest income. 

Senator Wituiams. Who gets it? Does it pass on to the purchaser 
of the bond or is it lost ? 

Mr. Apams. No, this is a matter of bookkeeping as far as your 
profit or loss is concerned. 

Senator Kerr, may I make a suggestion, that if I go through the 
remainder of this amortization that we might clear up a part of it, 
and then we can see if there are any questions that I can answer for 
you. 

Senator Kerr. That will be fine. I used to teach school and I 
found out that I did better when I operated on the basis of the ability 
of the students to understand rather than a feeling that you ought 
to operate on the basis of my ability to explain. 

Mr. Apams. I think that is probably a very good system. 

Senator Gore. Could I ask one question now ? 

The CuHatrrMan. Senator Gore. 

Senator Gorr. What tax rate would you pay on the $40 profit, 
assuming the case which Senator Kerr states ? 
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Mr. Apams. 52 percent. That is, if you were in a high enough 
income level so that your profit could be in the 52 percent bracket as 
a corporation. 

Senator Gore. Ordinary income and not capital gains? 

Mr. Apams. That is correct. Asa dealer we would operate only on 
that basis. 

Senator Frear. That is not for a municipal bond / 

Mr. Apams. I beg your pardon ? 

Senator Frear. If it were a municipal bond it is tax exempt. 

Senator Kerr. That would be for the amount of the sale price above 
the $1,100, and therefore that would be in addition to the $40 that 
was identified. 

Senator Frear. That is a profit and not interest, then / 

Mr. Apams. That is correct. 

Senator Gore. And is this because you are a dealer ? 

Senator Kerr. No, anybody that is a dealer, anybody that is a 
dealer in bonds takes in to profit what he earns when he sells it for 
more than he pays for it, and puts into the loss any amount he sells 
for less than what he paid for it. 

Mr. Apams. That is right. 

Senator Kerr. And that is one item of income, and that is kept just 
like a merchant that sells canned peas or catsup or steak. 

Senator Gore. That is what I am asking. 

Senator Kerr. But the other item of income that he had was what- 
ever amount of interest there was accumulated on the bonds from date 
of issuance to date of sale, and which was included in the sale price 
over and above the $1,100. And on that you pay no tax. 

Mr. Apams. That is correct. 

Here is the point at which I am doing a very poor job of explaining, 
I think, and that is right here in this one statement that we have made 
there and possibly I assumed it is too simple. But in this instance 
here, if a dealer buys a 10-year $1,000 bond with a 314 percent interest 
coupon for $1,021.20, to yield 314 percent maturity, the dollar price 
would have changed, it would come to $1,021.02, because of this amor- 
tization. Now, if we are not required to amortize the premium, we 
would have the loss of 18 cents, but if we are required to amortize 
premium, we would have no loss or gain. Now, the whole gist of this 
thing revolves around the question of the 18 cents whether it is loss 
or whether it is income, tax-free income. 

Senator Kerr. How would it be tax-free income, now, if actually 
you wrote a check for $1,021.20 when you bought it and you only got 
a check for $1,021.02 when you sold it. , ue 

Mr. Apams. Because you have received the accrual of the coupon 
at 314 percent as tax-exempt income while you held it. 

Senator Kerr. How can you receive it ? 

Mr. Apams. You must, when you buy bonds you pay accrued inter- 
est to the date you pay for them. 

Senator Kerr. Don’t you put that into the check ? 

Mr. Apams. Yes. 

Senator Kerr. What I asked you was if you wrote a check for 
$1,021.20 when you bought it and you got a check for $1,021.02 when 
you sold it, how do you have an 18-cent profit ? 
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Mr. Apams. I am sorry, Senator, but in this figure we have not 
included accrued interest, because that is simply something that 
always goes with every bond transaction and this is only principal. 

Senator Kerr. You referred there to the fact that you were going 
to have to make this simple for simple-minded people, and I want to 

say that you are exactly right. And I am simple-minded enough to 
think of you wrote a check for $1,021.20 for the bond and then you 1 sold 
it and got a check for $1,021.02, you lost 18 cents. 

Mr. Apams. That is prince ipal, it has nothing to do with the income 
you held from the bond. 

Senator Kerr. What would you write a check for when you bought 
it and what would you get a check for when you sold it? 

Mr. Apams. If you were to purchase that bond on January 1, 
1958, and that was the date of the bond, then you would pay 

Senator Kerr. I am getting back to these figures here. Instead of 
$1,021.20 on the basis ‘T have outlined, what would the check be? 
Since that was the date of the issuance of the bond, I presume it would 
be for $1,021.20. 

Mr. Apams. If that was the date of the issue, that is exactly correct. 
There would be no accrued interest at all. 

Senator Kerr. All right. 

Senator Gorr. What was that figure? 

Senator Kerr. $1,021.20. It is in the second paragraph on page 2 
of his prepared statement. 

Mr. Apams. Now, if you were to hold that bond for 30 days and 
then turn it in 

Senator Kerr. No, you sell it to somebody. 

Mr. Apams. All right, sell it to somebody—there would be accrued 
interest per thousand of $2.92. 

Senator Kerr. Then you would get a check for that, wouldn’t you? 

Mr. Apams. Yes. 

Senator Kerr. Plus $1,021.20. 

Mr. Apams. Correct—wait a minute. 

Senator Kerr. Plus $1,021.20. 

Mr. Apams. Now at the end of the 30 days, at the end of 30 days 
you would get $1,021.02. 

Senator Kerr. $1,021.02, plus $2.92? 

Mr. Apams. That is correct. 

Senator Kerr. Plus $2.92—which would be $1,023.94 ? 

Mr. Apams. I didn’t figure it, but that would sound correct. 

Senator Kerr. You can validly assume it. Now, then, on the pres- 
ent basis you would have a $2.92 tax-free income ? 

Mr. Apams. That is correct. 

Senator Kerr. But under the present law you have an 18-cent loss. 

Mr. Apams. If you held a bond—— 

Senator Kerr. If you got $1,021.02. 

Mr. Apams. Yes, if you held it 31 days. 

Senator Kerr. No. You told me you sold it in 30 days. 

Mr. Apams. That is correct. I am sorry. We said 31 days at one 
time. You would have a loss of 18 cents if it was sold in 30 days, that 
Is correct. 
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Senator Kerr. But if you sold it in 31 days, and those same figures 
happened to apply, you would have a $2.92 profit on which there was 
no tax? 

Mr. Apams. Correct. 

Senator Kerr. But you would have an 18-cent loss that was a de- 
ductible item was a loss ? 

Mr. Apams. Not in 31 days. 

Senator Kerr. Well, I thought you said you would. 

Mr. Apams. No, 30 days. 

Senator Gorr. You had it the other way around just now. 

Senator Kerr. If not required to amortize, say, he would have a 
loss of 18 cents, that is right here in the statement. 

Mr. Apams. Yes, but he would not be required to amortize if he 
held the bond 30 days or less, but if he held it 31 days, then he must 
amortize it. 

Senator Kerr. Then we have held it 31 days, and I am asking you 
to assume that these figures apply to the 31-day transaction. 

Mr. Apams. If he held it 31 days he would not be able to take any 
loss. That figure would then have to be amortized, that is right. 

Senator Kerr. Well, then when you amortize, doesn’t that just 
direct how you charge it off as a loss? 

Mr. Apams. There is no loss. There is a bookkeeping item per- 
mitted if you hold that bond over 30 days, that item is then deducted 
from your tax-exempt income. In other words, it is amortized. 

Senator Kerr. In other words, the effect then of requiring you to 
amortize it is the same as saying you cannot deduct whatever the 
figure may be that you have got to ‘amortize as a loss. 

Mr. Apams. Yes, that is right. 

Mr. Stam. Against the taxable income. 

Senator Kerr. But if you sell it in 30 days or less at these figures, 
then you would get $2.92 tax-free income / 

Mr. Apams. Right. 

Senator Kerr. And having an 18-cent loss on the face 

Mr. Apams. Right. 

Senator Kerr. Of the bonds, which I don’t understand, but which 
I will in a minute—you would be permitted to show an 18-cent loss. 

Mr. Anas. That is right. 

Mr. Sram. That is existing law. 

Senator Kerr. That is existing law, and is the way you want to 
keep it. =. 

Mr. Apams. Senator Kerr, it is rather difficult to go back into his- 
tory without taking a lot of time. We are willing, let’s put it this 
way, we are willing to ¢ ‘ooperate to the fullest extent in trying to close 
a loophole which obviously is a loophole. We are willing to accept 
a certain amount of what we feel is an inequity in order to do that. 

Now, what we are proposing is—and what this section 3 proposes 
is that any bonds—— 

Senator Kerr. Now, are you for section 3 or age unst it ? 

Mr. Apams. The only thing I am against in “section 3 is requiring 
this 30-day provision which means that we must then go over every 
transaction that we have in any maturity of bonds in order to estab- 
lish what bonds will have been sold at less than ac quisition cost, and 
therefore subject to this bill. Is that fairly stated ? 
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Senator Kerr. Yes. But I understood that there was the 30-day 
provision in existing law, 

Mr. Apams, But it applies only to the 5 year maturity. 

Senator Kerr. You mean it applies only to bonds that mature in 
5 years or less? 

Mr. Apams. Within five years, correct. 

Senator Kerr. And under section 3 written, existing law will be 
made applicable to any bonds? 

Mr. Apams. To all maturities, correct. 

Senator Kerr. And that is the feature in it that you object to? 

Mr. Apams. I am not objecting to it applying to all bonds, I am 
objecting to the fact that you are arbitrarily saying that the end of 
30 days any bonds you have ‘held you must amortize. 

Senator Kerr. Well, now, at the present time, if it is 5 years or 
less, you must, mustn’t you! ¢ 

Mr. Avams. Under 3 years, yes. 

Senator Kerr. Well, then it looks to me like what you are saying 
adds up to the position that you are against any change in the present 
law, since the only thing that this section does, as I understand it 
retroactively changes the application of the present law to any bond 
instead of just those that mature in 5 years or less. 

Mr, Apams. The very fact that it applies to all maturities of all 
bonds, whether sold at a profit or a loss after 30 days is the thing that 
we are objecting to, 

Senator Kerr. Now does the present law not apply to any bonds 
with less than a 5-year maturity, whether it is a profit or a loss? 

Mr. Apams. Within the 5-year maturity, whether profit or loss, 

es. 
F Senator Kerr. Well, then, isn’t the only difference in the section 
here that it would apply to any bond regardless of maturity ? 

Mr. Apams. It amounts to this, that in the months of December 
and January, in what we feel is a relatively small firm in this busi- 
ness, that we had 281 items that were 1 to 5 years, and we had 1,020 
items of all maturities which went through our books in those 2 
months. 

Senator Kerr. Well, then, doesn’t your position add up to one of 
being against any change in existing law ? 

Mr. Apams. No, th: at isn’t true. We are trying to propose some- 
thing, Senator Kerr, that would do aw ay with the existing inequities, 
that would close the loophole. 

Senator Kerr. What are the existing inequities? Now, the Treas- 
ury tells us that all they are trying to do is close the loophole. 

Mr. Apams. And I am sure that is correct, sir. 

Senator Kerr. And I am trying to find out what the loophole is. 

Mr. Apams. Here is the loophole [indicating statement |. 

Senator Krrr. Why don’t you just break down and tell me what the 
loophole is. 

Senator Bennerr. Near the bott tom of page 2 there is a paragraph 
which is headed “The ‘ loophole.’ ’ 

Senator Kerr. Well, if he is able to write it down on a piece of 
paper, he ought to be able to say it. Go ahead, Mr. Adams. 

Mr. Apams. Effect of amortization. If a dealer buys a 10- roa 
$1,000 bond with a 314 interest coupon for $1,021.20 (to yield : 
percent to maturity) and sells the bond in 30 days for $1, 021.02 ie 
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wr 314 percent to maturity), if not required to amortize premium, 
ne would have a “loss” of 18 cents. If the dealer is required to amor- 
tize premium in this transaction, he must for tax purposes reduce his 
cost of the bond by the amount of premium attributable to the period 
which he held the bond (since the dealer held the bond 1/120th of the 
10 years to maturity, the premium attributable to that period would 
be 1/120th of the full premium of $21.20), which weal be 18 cents; 
his cost for tax purposes would be reduced by 18 cents to $1,021.02 so 
that he would have no tax “loss” on the transaction ; and the amortized 
bond premium on tax-exempt bonds is not deductible. The bookkeep- 
ing burden and expense for a dealer in making this computation for 
each transaction is apparent. 

If the dealer at the same time buys another 10-year $1,000 bond with 
a 3-percent-interest coupon at a discount for $978.80 (also to yield 314 
percent to maturity) and sold it in 30 days for $978.99, the discount 
attributable to the period he held the bond (18 cents) would be fully 
taxable to the dealer as ordinary income. 


PRESENT LAW 


Section 75 of the Internal Revenue Code of 1954 requires a dealer to 
amortize premium on a tax-exempt bond held by him unless (a) the 
bond is sold or otherwise disposed of by the dealer within 30 days 
after the date of acquisition by him or (0) the earliest maturity or 
call date of the bond is a date more than 5 years from the date on 
which it was acquired by the dealer. 


ee : 9? 
THE “LOOPHOLE 


It has been reported that a few dealers are taking advantage of the 
exceptions under section 75 of the code by holding premium bonds so 
that they can establish losses from the reduction of premium attribu- 
table to the period the bonds are held by the dealer, while collecting 
tax-exempt interest on the bonds during the same period. Section 3 
of H. R. 8381 is designed to close this “loophole.” 

The “loophole” involves only the sale of premium bonds at a loss 
and the loophole is not involved where premium bonds are sold at a 
profit. 

Section 3 would require dealers to amortize premium on all tax- 
exempt bonds held by them unless (a) a bond is disposed of by the 
dealer within 30 days after the date of its acquisition by him and (0) 
the amount realized is higher than the adjusted basis of the bond. 
Section 3 would apply to all tax-exempt bonds acquired by dealers 
after November 7, 1956. 

This provision would require dealers to amortize premium on all 
tax-exempt bonds sold at a loss; and that closes the loophole. 

However, this provision would also require dealers to amortize 
pe on tax-exempt bonds sold at a profit if the dealer holds the 

onds more than 30 days; and that is unfair and unnecessary to close 
the loophole. 

We recommend that two changes be made in section 3: 

(1) The exception from amortization for bonds sold by a dealer at 
a profit should not be limited to bonds disposed of within 30 days. 
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The exception from amortization for bonds sold by a dealer at a 
rofit should not be limited to bonds disposed of within 30 days 
ecause : 

(a) A requirement that dealers amortize premium on all tax-exempt 
bonds sold at a loss completely closes the loophole. ‘The loophole is 
not involved when dealers sell tax-exempt bonds at a profit. 

(6) It is unfair to require dealers to amortize premium when they 
are not permitted to amortize discount. Any artificial “profit” from 
discount attributable to the period which a dealer holds a discount 
bond is taxed fully as ordinary income of the dealer. If, for the pur- 

ose of closing a loophole involving the sale of premium bonds at a 
oes, a degree of inequity is to be accepted in requiring dealers to 
amortize premium when bonds are sold at a loss, the inequity should 
not be extended to situations not involving the loophole. Accordingly, 
amortization of premium should not be required when bonds are sold 
by dealers at a profit. 

(c) A 30-day limitation on the exception for bonds sold by a dealer 
at a profit complicates the simple and direct closing of the loophole, 
imposes an arbitrary time limit upon the sale of inventory, and im- 
poses on dealers the burden and expense of computing amortization in 
transactions not involving the loophole. The dealer’s added expense 
must be reflected in the cost to the borrowing municipality. 

(d) Finally, the point which we want to emphasize is that dealers, 
in the normal conduct of their business and with no consideration of 
tax aspects, frequently are unable to dispose of bonds at a profit within 
30 days after the date of acquisition, but could dispose of the bonds at 
a profit if they held the bonds for a more favorable market. In many 
issues in the past year it has taken dealers several months to dispose 
of long-term bonds. 

Since the loophole is closed by requiring amortization of premium 
on bonds sold at a loss, and since a tax inequity and a bookkeeping 
burden is imposed on dealers in requiring amortization of premium, 
there is no justification for requiring a dealer to amortize premium 
on a bond sold at a profit, regardless of how long the bond is held by 
the dealer. 

Consequently, we urge that subdivision (1) of subsection (a) of sec- 
tion 3 (on p. 4 of H. R. 8381) be changed to eliminate the provision 
requiring a dealer to amortize premium on a bond sold at a profit if 
he holds the bond more than 30 days and to read as follows: 

(1) The term “municipal bond” means any obligation issued by a government 
or political subdivision thereof if the interest on such obligation is excludable 
from gross income; but such term does not include such an obligation if in the 
case of a sale, the amount realized (or in the case of any other disposition, the 
fair market value of the obligation at the time of such disposition) is higher 
than its cost (computed without regard to this section). Determinations under 
this subdivision shall be exclusive of interest. 

In the provision quoted above we have substituted the word “cost” 
for “adjusted basis” because “cost” is a simpler, better understood and 
less technical term. 

(2) The effective date of section 3 should be subsequent to adoption 
of H. R. 8381. 

Subsection (c) of section 3 provides that the provisions of the sec- 
tion shall apply— 
with respect to taxable years ending after November 7, 1956, but only with 
respect to obligations acquired after such date. 
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With this effective date each dealer would have to: 

(a) Check every transaction in premium bonds since November 7 
1956, to determine which transactions are affected ; 

(6) Make the necessary computations and adjustments for every 
transaction in premium bonds (i) sold at a loss or (ii) sold at a profit 
more than 30 days after the date of acquisition ; and 

(c) File amended tax returns for 1956 and 1957. 

We emphasize that this burden would be imposed, not only on the 
few transactions where the loophole was utilized by a few dealers, but 
on all transactions by all dealers in the tax-exempt bonds which 
constitute their stock-in-trade. 

We are distressed at a proposal that dealers should be required 
retroactively to make the necessary computations and tax adjustments 
with respect to transactions in their stock-in-trade. Some dealers 
even today may be unaware of the proposed change in the tax law. 
Dealers who are aware of the change proposed in section 3 certainly 
cannot be expected to revise their accounting procedures and their 
computation of taxable income on the basis of proposals pending in 
Congress. As of today, dealers have no way of knowing for certain 
what amortization requirement will be included in the final bill. 

It will be a substantial burden and expense for dealers to set up the 
necessary bookkeeping and accounting procedures to amortize premi- 
um on future issues of bonds, but we cannot emphasize too strongly the 
terrific burden that would be imposed by requiring dealers retroactive- 
ly to amortize premium. Consequently, we urge that the effective date 
of section 3 be a date subsequent to final adoption of the bill. 

We appreciate the opportunity to submit these recommendations to 
the committee. 

The Cuarrman. Thank you, Mr. Adams. 

Are there any further questions of the witness ? 

Senator Kerr. Yes. 

Now, Mr. Adams, I would like to ask you again to explain to me 
in language that would make it understandable to you if you didn’t 
know what happens when you amortize a premium ona bond. 

Mr. Apams. Let’s take this illustration that we used here on page 2 
and the 18 cents that is above it. 

Senator Kerr. I understand that 18 cents. That occurs because of 
the difference in the premium at which the bond was bought and the 
premium at which it was sold. 

Mr. Apams. That is correct. 

Senator Kerr. That is, the amount of money above the par or face 
value of the bond. Now, when you put the phrase in there “to yield 
314 percent to maturity” after each one of them, you fixed it so that 
I don’t understand it. 

Now, I am not fussing with you about that, because you fixed this 
on the basis that a man would fix it that knows what he is putting 
down here. You don’t put in here, if I read it accurately, whether 
that is a difference in the purchase price and the sale price occurs by 
the passage of time. I presume that it must be that. 

Mr. Apams. That is correct. 

Senator Kerr. Well, it must be an awfully short time, because it is 
only 18 cents. 

Mr. Apams. It is 30 days. 
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Senator Kerr. Now, at what rate of interest would 18 cents accrue 
on $1,000 in 30 days? 

Mr. Apams. Well, it is approximately a quarter of 1 percent, be- 
cause it is the difference between the 314 coupon on the bond and the 
314, percent yield that the bond bears at the premium paid. 

Senator Kerr. But it had the same coupon on it when it was sold 
as it did when it was bought. It was still a 314-percent coupon when 
you sold it, wasn’t it ? 

Mr. Apams. It certainly was. 

Senator Kerr. Well, you bought it on a basis that yields 314? 

Mr. Apams. Yes, sir. 

Senator Kerr. Frankly, what I can’t understand to begin with is 
how a bond with a 314-percent coupon 

Mr. Apams. May I try to explain, Senator 

Senator Kerr. Sold to yield 314 percent to maturity would bring 
$1,021.20, and then the same bond sold to yield 314 percent at maturity 
would bring $1,021.02. 

Mr. Apams. Senator Kerr, when you buy that bond 

Senator Kerr. It has to be a difference in time, but this doesn’t tell— 
where does it say in here how long you held that ? 

Mr. Apams. If a dealer buys a 10-year bond—let me see here, right 
there on the third line—and sells the bond in 30 days. 

Senator Kerr. Yes; but did you sell it in 1 day or 29 days. 

Mr. Apams. We sold it on the 30th day. Possibly that English is 
not good, but that is the intention. 

Senator Kerr. I am not complaining about it, I am just trying to 
understand it. 

Then give me the interest rate that you figured there. Is 18 cents a 
quarter of a percent on $1,000 for 30 days? I can figure that. 

Mr. Apams. Well, now, may I try to explain this again 

Senator Kerr. $1,000 at one quarter of a percent per year is how 
much? Can you and I figure that up here nght quick? 

Mr. Apams. I think I could clarify this easier if you would permit 
me to make one statement regarding it. 

Senator Kerr. It is $2.50, isn’t it? 

Mr. Apams. But we become involved, immediately, Senator Kerr, 
with the procedure in figuring a present worth of a dollar over a 
period of years in which the papers are figured, and my brain is not 
keen enough to take that formula right here and figure it up for you. 

Senator Krrr. Then you can understand the difficulty that I am 
having. 

Mr. Apams. Senator Kerr, I am most sympathetic, because this is 
the deplorable thing about my business that I wished the answer to— 

Senator Kerr. It just happens that I think I am for your position. 
But I am trying to be sure that I understand it so that I can assure 
myself that I am arriving at the right conclusion in being for it. 

Mr. Apams. May I try once again to expiain this? 

Senator Kerr. I wish you would; yes. 

Mr. Apams. We will have to accept this fact to begin with, if you 
will 

Senator Kerr. I would either like for you to tell me to forget this 
example or make me understand it. 

Mr. Apams. I would like to try with this example to tell you. This 
is a 10-year bond to begin with, and we have got to accept one feature 
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of it, you will get it out of this book if you want to get into that, and 
that is that this 10-year bond bearing a 314 percent coupon figured to 
yield 314 percent to—. 

Senator Kerr. Is going to bring a premium ? 

Mr. Apams, Yes. And the premium is $21.20. Now, what we must 
do is this, the $21.20 is going to disappear if you hold that bond for 
the full 10 years. 

Senator Kerr. That is, because if you hold it for the full 10 years, 
then you get the base value of the bond. 

Mr. Apams. That is correct. 

Now, then, it is going to disappear at a certain amount daily. 

Senator Kerr. Yes. 

Mr. Apams. And actually, the daily amount is six-tenths of a cent. 

Senator Kerr. The daily amount for 30 days is 18 cents? 

Mr. Apams. That is correct. 

And for a day it is six-tenths of a cent. Now, that is over the 
entire life of that bond. 

Now, the man that buys that bond is going to collect the face value 
of the bond at maturity and every year 314 percent of tax-exempt 
income. 

Senator Gore. What else is he supposed to get back? 

Mr. Apams. Nothing. 

Senator Gore. All right. Excuse me, Senator Kerr. 

Mr. Apams. So that this 18-cent figure which either becomes a so- 
called loss in one event, an amortized deduction from the cost price 
in the other event 

Sentor Kerr. Is there some other word that you could give me for 
“amortize” that would explain what happens ? 

Mr. Apams. The daily erosion of that $21.20 is the only word I 
know, because that $21.20 is going to disappear between the date you 
bought the bond and its final maturity 10 years hence. 

Senator Kerr. Let’s say you paid $1,021.20 for a bond, now, that 
is $21.20 premium; isn’t it ? 

Mr. Apams. That is correct. 

Senator Kerr. And let’s say you kept it for a year. 

Mr. Apams. Yes, sir. 

Senator Kerr. And you collect on it 314 percent of $1,000 for a year, 
that is $35. 

Mr. Apams. That is correct. 

Senator Kerr. Now, you don’t pay any tax on that $35? 

Mr. Apams. No, sir. 

Senator Kerr. And then you sell the bond after you have held it 
for a year, and you get that coupon, since it is a 10-year bond, and 
since the $21.20 was the premium for the 10 years at a quarter of a 
cent, that is $2.12 a year? 

Mr. Apams. Well, it fiures out at the rate of 18 cents a month a 
year, if you went on a 12 months’ basis, $1.92. 

Senator Kerr. Let’s say $1.92. I just want to get the figure. 

Mr. Apams. You are more correct, I think. 

Senator Kerr. Then the $1.92 off the $21.20 is $19.28, that is what 
you get on that premium; isn’t it ? 

Mr. Apams. You mean at the end of 10 years? 

Senator Kerr. No; you have kept it for a year. 

Mr. Apams. You’re right. 
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Senator Kerr. You kept it for a year and you have collected $35 
tax free income, and then you sell the bond for $1,019.28. 

Mr. Apams. That is right. 

Senator Kerr. Now, insofar as the purchase price of the bond is 
concerned, you have lost $1.92 ? 

Mr. Apams. That is right. 

Senator Kerr. Insofar as income on the bond, you have got $35? 

Mr. Apams. That is correct. 

Senator Kerr. Now, under the present law, can you take that $1.92 
as a loss? 

Mr. Apams. That is a 10-year bond; yes. 

Senator Kerr. Now, under this amendment, could you take it as 
a loss? 

Mr. Apams. No; there would no loss there. 

Senator Kerr. Now, is that one of the things that you feel is inequi- 
tous about the amendment? You say the loophole involves only the 
sale of premium bonds at a loss. 

Mr. Apams. That is correct. 

Senator Kerr. And is the situation here, where you have sold it for 
$1.92 less than you paid for it, the one that put it in the category of a 
bond that is sold at a loss ? 

Mr. Apams. Yes; that would be in the category of a bond that was 
sold at a loss. 

Senator Kerr. Well, if I understand your statement, you say that 
the loophole involves only the sale of premium bonds at a loss. 

Mr. Apams. That is right. 

Senator Kerr. And I thought you said that you were willing to 
close that loophole. 

Mr. Apams. I am trying to be sure that my terms are in the same 
words as yours. 

Senator Kerr. I want them to be, because they have to be for us 
to understand each other. 

Mr. Apams. We have no objection whatsoever to amortizing any 
bonds on which we show a loss. We feel that it is an inequity in our 
business. But, to close this loophole, we are willing to accept that 
inequity. 

Now, we feel, as I said in my statement here, that if we are going 
to force the amortization of all premium bonds in our business, then 
in turn we should then force the amortization of all discount bonds, 
because if I go out and buy a 114-discount bond at 18 cents on the 
dollar 

Senator Kerr. Now, a discount bond is a bond 

Mr. Apams. Under 100. 

Senator Kerr. Is the bond that you buy at less than its face value? 

Mr. Apams. That is correct. The prime rate today is 4 percent. 
We are going to get during the holding period on that bond 114 per- 
cent of $15 a year on income. Now, any appreciation in that bond 
or any profit in that bond above our acquisition cost 

Senator Kerr. That is about the $80? 

Mr. Apams. That is right—we are going to pay at the rate of the 
52-percent corporate tax. We are paying at 4 percent, the prime 
rate today 

Senator Kerr. That is, if you borrowed the money to buy it? 
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Mr. Apams. Practically every dealer in our business would be doing 
so 


Senator Kerr. Most of us do. 

Mr. Apams. That is correct. We would then be suffering an in- 
equity, which we are continuously, of paying a profit and not being 
able to deduct the difference between the borrowing cost and the in- 
come from the bond. 

Senator Kerr. Don’t you charge off that 4-percent interest ? 

Mr. Apams. We can’t. 

Senator Kerr. You mean if a bond dealer has to borrow money to 
carry inventory, the interest he pays to the lender is not an item of 
expense ¢ 

Mr. Apams. If you area municipal bond dealer. 

Senator Kerr. It is not? 

Mr. Apams. Correct. 

Senator Kerr. And that, then, is the reason for your position here? 

Mr. Apams. That is pretty hard to say that that is the reason for it. 

Senator Kerr. That is one of the reasons ? 

Mr. Apams. Well, we feel that is a definite inequity as far as our 
business is concerned, and if you are going to say to us, “we are going 
to burden you with amortizing all premium bonds,” then in turn you 
ought to give us the privilege of amortizing all discount bonds, so 
that we wouldn’t have our throats cut on the one side and take it away 
on the other. 

Senator Kerr. Mr. Adams, I want to thank you for your very 
patient, and I want to say, effective explanation of this matter. You 
have helped me a great deal, and I appreciate it. 

Senator Frear. May I ask two questions? 

Mr. Adams, why do you say that if a bond is sold at a profit there 
is no need to amortize the premium ? 

Mr. Apams. This loophole of which we speak—if I can interject 
something here that we haven’t discussed at all 

Senator Frear. If it isn’t lengthy. 

Mr. Apams. No; it comes in largely as a result years ago when in- 
terest rates were low of dealers buying high coupon bonds, let’s say 6 
percent, for the sake of argument, on a 2-percent basis, and holding 
those bonds and getting the benefit of that amortization, if that word 
means anything to you, so that they could charge off the amortiza- 
tion agains their profits from other sources and save the 52 percent, 
where they were receiving the 6-percent tax-exempt income while they 
held this bond, so that there was no objection on that, and as a result 
of which there was money being made constantly in there by that 
operator on that basis, and that was the loophole toward which this 
has been directed, as I understand it. 

Senator Frear. I think you are right. If you held the bond, the 
bond you referred to here for 6 months, the amortization would be 6 
times 18, or 72 cents. 

Mr. Apams. Yes. 

Senator Frear. Would not your normal dealers’ profit be much 
more than that ? 

Mr. Apams. Oh, yes. 

Senator Frear. Thank you. 

The Cuarman. Are there any other questions ? 
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Thank you very much, Mr. Adams. 

(Subsequently Mr. Adams submitted for the record the following 
supplementary memorandum regarding amortization of premium on 
tax-exempt bonds held by dealers, particularly with respect to sec. 3 
of H. R. 8381 :) 


SUPPLEMENTARY MEMORANDUM REGARDING AMORTIZATION OF PREMIUM ON TAx- 
ExEMPT Bonps HELD BY DEALERS PARTICULARLY WITH RESPECT TO SECTION 3 
or H. R. 8381, SUBMITTED BY THE INVESTMENT BANKERS ASSOCIATION OF 
AMERICA * 


“Premium” and “discount” on tax-exempt bonds.—A bond is priced at a 
“premium” when its dollar price is higher than its face value (ordinarily 
$1,000). The premium on a bond disappears over the period of time to the 
maturity of the bond, because at maturity only the face value will be paid to 
the holder of the bond. If a $1,000 bond maturing in 10 years is purchased for 
$1,021.20, the premium of $21.20 will disappear over the 10-year period at the 
rate of $2.12 each year (18 cents per month), and the value of the bond (assum- 
ing that all other factors affecting price remain the same) will decrease at that 
rate. 

A bond is priced at a “discount” when its dollar price is lower than its face 
value. The discount on a discount bond disappears over the period of time to 
maturity of a bond, because at maturity the face value will be paid to the 
holder. If a $1,000 bond maturing in 10 years is purchased for $978.80 the 
discount of $21.20 will disappear at the rate of $2.12 each year (18 cents each 
month) and the value of the bond (assuming that all other factors affecting 
price remain the same) will increase at that rate. 

Mechanics of amortization.—In general, to amortize, means to eliminate grad- 
ually. To amortize premium on a tax-exempt bond for tax purposes the tax- 
payer must, in computing taxable profit or loss in a transaction in a tax-exempt 
premium bond, eliminate the amount of premium attributable to the period which 
he held the bond by reducing his “cost” of the bond by that amount. The effect 
of reducing “cost” in computing taxable gain or loss obviously is to decrease 
deductible loss by the amount of the eliminated premium or to increase taxable 
gain by the amount of the eliminated premium. 

Section 171 (a) (2) of the Internal Revenue Code provides that no deduction 
against income shall be allowed for amortized bond premium on tax-exempt 
bonds. Most taxpayers find amortization advantageous for tax purposes because 
they obtain a deduction in the amount of the amortization; but dealers in tax- 
exempt bonds are penalized when they must amortize premium because the 
amortized (or eliminated) premium decreases deductible loss or increases tax- 
able gain, and no deduction against income is allowed for the eliminated 
premium. For example: 

(1) If a dealer buys for $1,021.20 a bond maturing in 10 years and sells the 
bond 30 days later (in which case the amount of premium attributable to the 
80-day period the dealer held the bond is 18 cents) for $1,021.02, which is 18 
cents less than he paid for the bond: 

(a) If the dealer is required to amortize premium, he would for tax pur- 
poses reduce his “cost” of the bond by 18 cents (the amount of the amortized 
premium) to $1,021.02 in computing taxable gain or loss. He would have 
no tax loss on the transaction and no deduction is permitted for the 
amortized premium. 

(b) If the dealer were not required to amortize premium, he would have 
a loss of 18 cents on the transaction which would be deductible. 

(2) If a dealer buys for $1,021.20 a bond maturing in 10 years and sells the 
bond 30 days later (in which case the amount of premium attributable to the 





1This supplementary memorandum is submitted in response to a request for a brief 
explanation of the mechanics and effect of amortization of the premium on tax-exempt 
bonds held by dealers. 

We have used throughout this memorandum as examples a $1,000 bond maturing in 10 
years priced to yield 34% percent to maturity (1) for a premium bond with a 344-percent 
interest coupon and (2) for a discount bond with a 3-percent interest coupon. There is 
no special reason for using these particular bonds as examples. In order to simplify 
consideration of changes in the value of a bond resulting from the elimination of the 
premium or discount, we have assumed in all of the examples, except example (2) where 
we assumed a $5 profit, that all other factors affecting price of the bond remain the same. 
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30-day period the bond was held by the dealer would be 18 cents) for $1,026.20 
which is $5 more than he paid for the bond: 

(a) If the dealer is required to amortize premium, he would have to reduce 
his “cost” of the bond in computing taxable gain or loss in the transaction 
by 18 cents to $1,021.02. He would then have a taxable profit in the trans- 
action of $5.18, although he received for the bond only $5 more than he paid 
for it, and no deduction is permitted for the amortized premium. 

(b) If the dealer were not required to amortize premium, he would have a 
taxable profit of $5 in the transaction. 

A dealer is not permitted to amortize discount on taxw-erempt bonds.—If a 
dealer buys for $978.80 a $1,000 bond maturing in 10 years and sells it 30 days 
later for $978.98, the 18-cent appreciation in value would represent discount 
attributable to the 30-day period he held the bond but that discount is fully 
taxable to the dealer as ordinary income. 

It is inequitable to require a dealer to amortize premium (thereby reducing 
his deductible loss or increasing his taxable profit for tax purposes by the 
amount of the amortized premium) while taxing fully as ordinary income any 
discount received by the dealer for the period he held a discount bond. Further- 
more, the difficulty in presenting a simple explanation of the mechanics and 
effect of amortization makes apparent the bookkeeping and accounting burden 
and expense that is imposed on dealers in requiring amortization in transactions 
in the bonds which constitute their stock in trade for sale to customers, 

Interest on tax-erempt bonds.—Interest on tax-exempt bonds obviously is 
exempt from Federal income tax. The interest is ordinarily payable semiannu- 
ally and the holder of the bond on the payment dates will receive the full amount 
of the interest. However, it is the practice of the business that each purchaser 
of a tax-exempt bond pays to the seller, in addition to the purchase price, the 
accrued interest on the bond for the period which it was held by the seller. 
On a tax-exempt bond with a 314-percent interest coupon, dated January 1, 1958, 
and purchased by a dealer on that date, with interest payable on July 1, and 
January 1 of each year, the semiannual interest payment would be $17.50. If 
the dealer sold the bond 30 days after his purchase, the purchaser would pay to 
the dealer the accrued interest on the bond for 1 month which would be $2.92, 
and the purchaser on July 1 would receive the full semiannual interest payment 
of $17.50. Most dealers (except dealer banks) borrow money to pay for and 
carry their inventory but the interest paid by the dealers to borrow this money 
is not a deductible expense because section 265 of the Internal Revenue Code 
provides that interest on indebtedness incurred to purchase or carry tax-exempt 
obligations is not deductible. Even when the amount of interest paid by a 
dealer on indebtedness incurred to purchase or carry his inventory of tax-exempt 
bonds exceeds the amount of tax-exempt interest received on those bonds, the 
dealer cannot deduct even the amount by which interest paid exceeds the tax- 
exempt interest received. 

The law and the “loophole.”—Section 75 of the Internal Revenue Code of 1954 
requires a dealer to amortize premium on a tax-exempt bond held by him unless 

(a) the bond is sold or otherwise disposed of by the dealer within 30 days after 
the date of acquisition by him or (b) the earliest maturity or call date of the 
bond is a date more than 5 years from the date on which it was acquired by the 
dealer. It has been reported that a few dealers are taking advantage of the 
exceptions under section 75 of the code by holding premium bonds so that they 
can establish losses from the reduction of premium attributable to the period 
the bonds are held by the dealer, while collecting tax-exempt interest on the 
bonds during the same period. Section 3 of H. R. 8381 is designed to close this 
loophole. The loophole involves only the sale of premium bonds at a loss and the 
loophole is not involved where premium bonds are sold at a profit. 

Section 3 of H. R. 8381.—Section 3 would require dealers to amortize pre- 
mium on all tax-exempt bonds held by them unless (A) a bond is disposed of by 
the dealer within 30 days after the date of its acquisition by him and (B) the 
amount realized is higher than the adjusted basis of the bond. Section 3 would 
apply to all tax-exempt bonds acquired by dealers after November 7, 1956. 

This provision would require dealers to amortize premium on all tax-exempt 
bonds sold at a loss; and that closes the loophole. 

However, this provision would also require dealers to amortize premium on 
tax-exempt bonds sold at a profit if the dealer holds the bonds more than 30 days; 
and that is unfair and unnecessary to close the loophole. 

Recommendations.—If, for the purpose of closing a loophole involving the sale 
of premium bonds at a loss, a degree of inequity is to be accepted in requiring 
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dealers to amortize premium when bonds are sold at a loss, the inequity should. 
not be extended to situations not involving the loophole. We recommend that 


two changes be made in section 3: 

(1) Subdivision (1) of subsection (a) of section 3 (on p. 4 of H. R. 8381) be 
changed to eliminate the provision requiring a dealer to amortize premium on a 
bond sold at a profit if he holds the bond more than 30 days and to read as 


follows 
vel The term ‘municipal bond’ means any obligation issued by a government 


or political subdivision thereof if the interest on such obligation is excludable 
from gross income; but such term does not include such an obligation if in the 
case of a Sale, the amount realized (or in the case of any other disposition, the 
fair market value of the obligation at the time of such disposition) is higher 
than its cost (computed without regard to this section). Determinations under 


this subdivision shall be exclusive of interest.” 
(2) The effective date of section 3 should be subsequent to adoption of H. R. 


8381. 

Senator Gore. Mr. Chairman, I would like to take a minute to 
return a favor of yesterday. My friend, manager Kerr, gave me a 
little lecture on whether or not life insurance was testamentary in 
character. 

Senator Kerr. No; the Senator from Oklahoma said that the life- 
insurance policy which a deceased did not own was not testamentary 
in character when it became a collectible item to the beneficiary. 

Senator Gore. I would like to read from the decision entitled 
“Bailey et al. v. United States.” 

Life insurance is inherently testamentary in character. The payment of 
premiums and the insured’s death are the necessary events giving rise to the full 
and complete possession and enjoyment of the face amount of the policies by 
the beneficiary. And the acquisition of life-insurance policy on one’s own life 
is a substitute for a testamentory disposition of property. 

I will not go on, but I just wanted the Senator to know that there 
was authority for my point of view and the point of view of the 
Treasury Department, and I am sure there may be other decisions in 
this—I had a little amount of time to look for the precedents—but 
I did find this one, and I would also like to inform my able friend, 
though I wouldn’t expect him to recognize it from my limited ex- 
perience in the field of taxation, among my many other handicaps 
I am a lawyer of limited experience and severely limited capacity. 

Senator Kerr. Now, you have made the Senator from Oklahoma 
feel adequately humble and of a disposition to apologize to his dis- 
tinguished friend from Tennessee. 

Senator Gore. You needn’t to at all. 

Senator Kerr. But I read from the record : 

Senator Gore. Mr. Smith, is it not testamentory in character when a father 
designates his son as his beneficiary of a policy of which he, the father, retains 
to the point of his death the right of changing the beneficiary? 

Senator Gore. Is there any yield there? 

Senator Kerr. The Senator from Oklahoma readily understood 
that such was testamentory in character, but was of the opinion that 
We were discussing an insurance policy with reference to which the 
insured had no right to change the benehei ‘lary. 

Senator Gore. I was aware, Senator, that we were discussing a 
situation where the insured retained or had severed his right of 
direction. This was by way of a flank attack, if I may say it. And 
I was going from one step to another. But this decision does not 
draw the fine line of distinction which the able Senator from Okla- 
homa draws, as I have read. And I will undertake to supply the 











134 TECHNICAL AMENDMENTS ACT OF 1958 


Senator and the committee with the precedents and decisions if I can 
lay my hands on them. 

The Cuarrman. The Chair would like to insert in the record letters 
from Senator Allen J. Ellender, Senator William F. Knowland, Sena- 
tor Warren Magnuson, Senator Henry M. Jackson, and Senator 
Thomas H. Kuchel, the latter being endorsed by Senator Alan Bible. 
These Senators express their peeein to section 2, which they feel 
nullifies the basic concept of the community property laws, I like- 
wise submit for the record statements on section 2 by Mr. William 
D. Buck, president of the International Association of Fire Fighters, 
AFL-CIO, Washington, D. C., Mr. Royce Givens, secretary-trea- 
surer of the National Conference of Police Associations, Washington, 
D. C., and Mr. Leon H. Floyd, president of the Oakland Municipal 

Jivil Service Employees Association, Oakland, Calif. 
(The letters referred to follow :) 
FEBRUARY 24, 1958. 
Hon. Harry F.. Byrn, 
United States Senate, 
Washington, D. C. 

Dear Harry: As I am sure you know, the House Ways and Means Committee 
has favorably reported H. R. 8381, the so-called Technical Amendments Act 
of 1957, which purports to be a measure designed to close certain tax loopholes 
in the 1954 Internal Revenue Code. 

Section 2 of the committee bill deals with the retirement income credit, 
available to specified Classes of Our retired population. As reported, section 
2 would actually work great hardship upon retired persons in community-prop- 
erty States, under the guise of equalizing retirement income tax credit benefits 
available to retired persons in community-property and common-law States. As 
I am sure you realize, the House committee amendment strikes a heavy blow 
at the very group of citizens which today need income help, not further injury. 

In addition, the committee amendment would completely nullify community- 
property-law concepts insofar as vested conjugal rights are concerned. This 
would Occur purely and simply because the committee amendment seeks to 
impose strictly common-law legal concepts upon the community-property system. 
It would arbitrarily declare that despite the existence of a community of 
acquests and gains between spouses as a result of a valid marriage, and despite 
the long-established civil-law rule that both spouses have an equal property 
interest in the fruits of the community, the interest of the wife is to be ignored 
in computing the retirement income credit. 

I indeed hope that you will use your influence and good offices in prevailing 
upon the Senate Finance Committee to at least maintain the status quo insofar 
as the retirement income credit is concerned. As far as I know, there is no 
legal obstacle in the way of common-law States adopting the community- 
property system, and thereby bringing their citizens within the area of benefits 
which spouses domiciled in community-property States now enjoy. 

In addition, I feel sure that you will agree that in this day and time, with 
the Federal Government constantly whittling away at the sovereign rights of 
States, any step designed to vary or modify long-established property rights, 
fixed by State law, would be most unfortunate. 

In short, Harry, the House amendment displays not only an obvious ignorance 
of basic community-property-law concepts, but would obviously impose a heavy 
burden upon retired persons in community-property States to achieve a meager 
revenue increase estimated at some $3 million. 

It occurs to me that if the majority of the committee should feel that the 
present status of the revenue code involves an inequity insofar as retired resi- 
dents of common-law States are concerned, some consideration might be given 
to treating the situation in a manner similar to that adopted when the joint- 
return provision was approved in 1948—that is, extending to persons in common- 
law States the right to enjoy split-income provisions of joint returns. I have 
asked the Joint Committee on Internal Revenue Taxation to obtain an estimate 
of the revenue loss involved under such an approach, and as soon as it is pro- 
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vided me, I will be pleased to make it available to you, if you feel it would be 
helpful. 

In addition, I am attaching hereto sample income-tax returns for retired 
persons having retirement income in both community-property and common-law 
States. These sample returns were prepared by one of my constituents. They 
demonstrate graphically the hardship which would result should the House 
committee’s view on the retirement income credit be permitted to prevail. 

With the kindest personal regards and best wishes, I am. 


Sincerely, 
ALLEN J. ELLENDER, 


United States Senator. 
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"a* John & Kary Doe, He is retired from the Armed Forces and both under 55 however they 
reside in Louisiana 4 community preperty State. 


U. S. INDIVIDUAL INCOME TAX RETURN—1957 | 


or Other Taxable Year Begynning ............ ? Endu 195... 
(PLEASE TYPE oa Pant 








(Number and street of rursi route) 


. Loudsiena 


~~ ity. town, or post office) a oo 
Your Sasies Security Member Occupation | Wile’s Seca Securtly Romber Gronames 


(Postal rome number) 
























ih Retired 
if income Was All Fromm Salaries and Wages, Use Pages 1 arid 2 Only. See Page 3 of the instructions. _ 
$$ eee eee eer cenene; 
| 1. Check blocks which apply. (a) Regular $600 exemption ©) Younelt¥) Wife) enter | 
| | Gableretie bdo tesco e Additional $600 exemption if 65 or over ar end of taxable year. [] Yourself () Wile ue | 
§ | included in this return. (c) Additional $600 exemption if blind at end of taxable year 0 Younelf () Wife) ee |_2 
e Q. List first names of your children who “i Enter number | 
& | quality asd nts; give aos * of children 
address if from yours. - ‘ wnece eee e.-- SOS 
3. Enter number of exemptions claimed for other prions lited ot top of poge 2. ieee SidieeuaMeouk 1 
__|_4. Enter the total number of exemptions claimed on lines 1,2, 0nd 3....... ee. 
5. Enter all wages, salaries, bonuses, commissions, tips, and other compent compensction received in 1957, before poyro!l deductions 
Employer's Nang where ee « P | (a) Wages, etc. | () Income Tax withheie 
Armed Forces Wekhington 25, D.¢,. ert Drees 24,400 00:5 1:94 00 
Night Patrol Inc, Anytown, La, £& tre) 2, 2100 00;  _———«s«AAA: 00 

2 7 S00 tnatrocions Kater tetate bare ————>> |S. 4,500.: 00: $__33%: 08 

¥ 6. -Less: (a) Travel, reimbursed expenses, etc. ) $. 7 ; ; 

7 (b) Excludable “Sick Pay" in line 5 \ Att oa Be Ee A ai le 

Fs 7. Balance (line 5 less line 6). . ers $.......4,500..'.00) (FICA) withheld from 

z 8. Piciir Cor tons) hom businen hom seperate Schadule C Poot tan etek d ous kaa =o =~) your wages exceeded 

& 9. Profit (or loss) from farming from separate Schedule F................. gl eeveette comer. 394.50, see instruc. 

2 10. Other income (or loss) from page 3 (dividends, interest, rents, pensions, etc.) = soe i on NOM, Pepe ? 

6_| 11. ADJUSTED GROSS INCOME (sum of lines 7, 8, 9, and 10) __@$ 4,500 : 00 

a Unmanied or lego!l name persons qualifying cs Widows and widowers who are entitled to the special 5 

z “Head of Househ see instructions, page 7, and check here C J tox computation, see instructions, page 7, and check here __) 

Q | 42. Tax on income oa line 11. (If line 11 is under $5,000, and you do not itemize deductions, use Tox 

xr Table on page 16 of instructions to find your tax and check here €]). If line 11 is $5,000 or more, or ‘ 

¥ | if you itemize deductions, compute your tax on page 2 and enter here the amount from line 9, page 2) |$ ne D1 D..}.0Q 

e 13. (a) Dividends received credit from line 5 of Schedule J bf Dicccsitemda ; 

* — (b) Retirement income credit from line 12 of Schedule K.. . . | __420 00 |___420_' 06 
z trom wages, { 14, Balance (line 12 less line 13)....... ‘ $ 255.’ 00 
S| eet eee. | 15. Enter your self-employment tax f sate Shed | C. F j ae 
BS | throug 16 y poy’ rom separ ule © or | cosemaasanemneppeeme ints 
=i 16. Sum of lines 14 and 15 gay gg: 122.00 
3 | 17. (a) Tax withheld (line 5 above). Attach Forms W 2 (Copy B)..... 7 $ 334 100 4 r 
= (b) Payments and credits on 1957 Declaration of Estimated Tax (; atten) ) el $ 334 ' 00 
= District Director's office where paid -........ | al 

18. Ly your to tox line 1 12 of 16) is larger than n your payments ( line e 17), enter the balance due here arena '$ ate 
' this return te “Internal Re $1.00, file return without payment. 
19. Wy your pa ments (line 17} are lo as ‘our tax (line 12 oF Yor 16), enter the overpayment here ———-> | ls___170' 
tao 41.08, th» eversey:nent will be Gahanied onty upon epplication. See instructions, pace 8. 
20 aioe of line 19 to be: (a) Credited on 1958 estimated 1 tax $ . ; (b) Refunded $ 1 #9200 
| Geemy which pew lees te ros wile (hosbond making © coparete return oy D veo QZ) Ne Wf 'Yes,’ ee rev ss oon fe e : 








' 
? 
toe Ms 


a 
TAXRPAVER.—1 dociers under the penalties of perjury thot this return (including any occomponying schedules and stotements) has been examined by me and to the bow 
at my anowledge ond beliet is @ truce, conect, ond complete return. 





Sign 
here deheows a pakngagdeunnnemineetoeni \cuubs Suchen" deentiiidcatinies ‘ one ; 

(Your signsture) (Dee) (i this Is @ joint return, wite's signature) (Dore 
_m To assure solit-income benefits, husband and wife myst include all their income and. even though only one has income, BOTH MUST SIGN. 
—— Se Rraapeeiaeetaieaetaecndontaceas oxeaamametnaeeceeeeteeieatien amen teat ecaenenemenane odnsana es eaneeieaasanaaetereeeatannat nae Ses 
PREPARER (other than tasseyer)—i declore under the pencitios of perjury thet | prepored this return for the person's) momed herein ard that this return 
including ony ottompanying schedules ond statements! is, te the best of my knowledge and belief, @ true, corrcct, ond complete return based on oll the informeiion 
roleting to the motrere required to be seporied in this return ef which | hove any knowledge 
Sign 
Bere ° - 

Address! _ {Bote 


Py ~~ individual or Fiem Signetwet ag 
tor 16—71588-1 
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"A" Computation for retired couple residing in a comunity property State, 


Form 1040—1957 Page 4 
iF INCOME WAS ALL FROM SALARIES AND WAGES, TEAR OFF THIS PAGE AND FILE ONLY PAGES 1 AND 2 
SS hgieeensqessnseemneennonseenssiensnen er eesea tee 





Schedule J.—DIVIDENDS RECEIVED CREDIT (See Instructions, page 15) 





1. Amount of dividends on line 4, Schedule A... 2.2... 0.0 ce eee ee easleeeee ea 2 + Sipanaaii © nivel oa asssaiemadiad 
2. Tentative credit (4 percent of line 1)........ : 


LIMITATION ON CREDIT 


3. Tox shown on line 12, page 1, plus amount, if any, shown on line 8(b), page 2 
A PO WAS SSS rn occecvievgechescacces aeieles 
Toxable (a) if tax is computed on page 2, the ¢ amount shown on line 5, page 2. | 
ineome (b) If capital gains alternative tax appiies, the amount shown on line 14, separote Schedule D | 


M (c) Mf Tax Table is used, the amount shown on line 11, pace 1, less 10 percent thereof, and less the 
. deduction for exemptions ($600 multiplied by the number of exemptions claimed on line 4, page 1). 


5. Dividends received credit. Enter here and on line 13(a), page 1, the smallest of the cmounts on line 2, j 


3, of 4, above ei 





Schedule K.—RETIREMENT INCOME CREDIT (See instructions, page 15) 








This credit Gece net apply: 


1. Uf you received pensions oF annuities of $1.290 or mere from Secial Security or Raliread Retirement, 
2. you ere wader 65 years of age snd had * ‘earned incomes” ef $2,100 or mere, OR 
3. tf yeu ere 65 eo ever and undor 72, and had “earned income” of $2,408 or mere. 


lf separate retumn, use column B only. If joint return, use column A for wife and column B for husband —» A B 


Did you receive earned income in excess of $600 in each of any 10 calendar years before the nae year | aw. 
1957? Widow or widowers see instructions, puge 15... . “Yes CNe “Yes CONo_ 


W answer above is “Yes” in either column, furnish all information below in thet column. 


1. Retirement income for taxable year which is included in line 11, page 1, of this retum: 


(a) For taxpayers under 65 years of age: ; 
Enter only income received from pensions ont annuities under oti retirement ; 
systems, including retirement pay from Armed Forces........ ; : v0 sees «| Senmgeiee.;.OOl§. 2.200 (00 

(b) For taxpayers 65 years of age or older: 

Enter total of pensions and annuities, including retirement pay from Arnmed Forces, 
interest, gros: rents, and dividends. . . ea arews all 


LIMITATION ON RETIREMENT INCOME 


2. Meximum amount of retirement income for credit computation ..............0 06. 3 1,200 00) $ 1,200 00. 
3. Deduct: 


(a) Amounts received in taxable year as pensions or annuities under the Social Security 
Act, the Railroad Retirement Acts, and certain other exclusions from gross income 


(b) Eamed income received in taxable year: 


(This line does not apply to persons 72 years of age or over) 


(1) Taxpayers under 65 yeors of age, enter amount in excess of $900....... 2150.00} 150 ‘00 

(2) Taxpayers 65 or over and under 72, enter amount in excess of $1,200 ae 

4. Tena AE Wee Seed Ohl SOON. va nicinv dy vntcesscesacocas 150 ‘00 | __ 130. 00. 

5. Balance (line 2 minus line 4)......... Suses secveneaue 3 : 1,050 .0O. | ,050 00 

6. Line 5.or line 1, whichever is smaller... . 2.2.0... 00 05. oe ~My 050 oo! oa 00 
7. Tentative credit (20 percent of line 6). ........ 6. ccc cece eee eee eees sets 2 10 00| 210 :00 

8. Total tentative credit on this retum (total of amounts on line 7, columns A and B) peak) Aimsrstats 

LIMITATION ON RETIREMENT INCOME CREDIT : 

9. Amount of tox shown on line 12, page 1........ ha vet aeel 575 00. 

10. Less: Dividends received credit from line 5, Schedule J, date Sinan a 
TE elses Ue Pals WIDE. ict cccesecccccceuestrceurerecetececeqresy nee sUrwE MS Bas 


12. Retirement income credit. Enter here and on line 1 3(b), page 1, the amount on line e cali 11, whichever 


is smaller. ...... pak maid vee = nen sae 420 90 


©. 6. SOvenmmant Painting orrice our— 10—7 3588-1 











TECHNICAL AMENDMENTS ACT OF 1958 


"B® Jack & Jane Doe. He is retired ‘ram the Armed Forces and both under 65 however they 
reside in a estate that does not heve community property laws in effect, 


1040 | _U. S. INDIVIDUAL INCOME TAX RETURN—1957 


©. 8. Treasary Desartmest | or Other Taxable Yeor Beginning 1957. Ending .. 











Service (PLEASE TYPE On PRINT) a ee een" pees rose 
| Nome . Ne... A TR re esrereenmansssiscccieenisstcsa apc eeeorserrenert 
(if thes « @ jovnt return of husband and wife, use first names of bath) | 
| Home 
(Number and street or rural route) 
eae Rees not have community Froperty law 
| “City, town. oF post office) _ (Postal zone number) 
| Your Social Security Number Occupstion | Wite’s Social Security oo | Occupeben 
: Retired : 
if income Was All From Salaries and Wages, | Use Pages l and 2 Only. See Page 3 of the Instructions. 
| | 
| 1. Check blocks which apply. [(a) Regular $600 exemption... ...... se be Yourself (x Wile} Enter 
2 chochfes mite ——- is c Additional $600 exemption if 65 or over ot end of taxable year. [] Younell () Wile ee 
included in this return. (c) Additional $600 exemption if blind at end of taxable year 0 Younelf (1) Wile ein) 2 ‘ 
Q. List first names of your children who Entor number 
qualify as ts; give ee aera ern erent as T=" of ehihtren | 
address if dil from yours. eacncecocndeucnsseieedigihs .crclbrtucstedectbes ———- 
3. Enter number of exemptions claimed for other penons listed ot top of page 2 eee TESTEES STOTT rere 
| 4. Enter the total number of exemptions claimed on lines 1,2, and 3... ‘ 2 
nena nerealnepeeeneeeenppeniemnnsemmnmenseemenmenieniiceeeeeenttptenrris tassios neous tetas pte: tina inlet ata tata 






5. Enter all wages, salaries, bonuses, commissions, tips, and other compensation received in 1957, before payroll deductions. 
Employer's Name / Where £ City and State) 

oe Amed. Forces Jashinzton D.¢ Bei 

sight. Patrel Inc. Any Tow... 


- oe | on 
= = bane ae If social security tax 


€ See 
6. Less: (a) Travel, reimbursed expenses, etc. oe (BT) i$. a | 
‘ (b) Excludable "Sick Pay" in line 5 \ tach teaures ] | 


Statements 





| 7. Balance (line 5 less line 6)............ vies viele COUR COE (FICA) withheld from 
8. Profit (or loss) from business trom separate Schedule C TST SOR . OEE GE your wages exceeded 
9. Profit (or loss) from farming from seperate Schedule F............ el-- ee 594.50, see instruc. 
' 10. Other income (or loss) from page 3 (dividends, interest, rents, pensions, vec) = ae Hm | tons, page 5. 
11. ADJUSTED GROSS INCOME (sum of lines 7, 8,9, ond 10) "454,500 00 | a 
! Unmaried or legally seperated persons — as r— , Widows and widowers who are entitled to the special > 
| “Head of Measticld, " see instructions, page 7, and check here __) tax computation, see instructions, page 7, and check here |_| 





12. Tax on income orfline 11. (If line 11 is under $5 000, and you do not itemize deductions, use Tox | 
Table on page 16 of instructions to find your tax oud check here &). If line 11 is $5,000 or more, or | 


@ ATTACH COPY 8 Le FORMS W.-2 HERE @ 


| : 
if you itemize deductions, compute your tax on page 2 and enter here the amount from line 9, page 2). |$-...---- ..5T5..00.. 
13. (a) Dividends received credit from line 5 of Schedule J \$ ~ ; 
co" (b) Retirement income credit from line 12 of Schedule K L____000 !00 }|__000 00. 
| from wages, { 14. Balance (line 12 less line 13) haces antiama 5.72.00. 
E mae 15. Enter vour self-employment tax from separate Schedule C or F ; sonar: eae 
s 16. Sum of lines 14 and 15 a EN ent 215 00. 
2 17. (a) Tax withheld (line 5 above). Attach Forms W-2 (Copy B)............|$ 534 100 | i 
ar (b) Payments and credits on 1957 Declaration of Estimated Tax wate) eo te ot ais 2 a) 00 
e rN ral Si ii ics kc hnk cn cts etecnt llc scieablisessiiainn j 
18. If your tax {line 12 or 1 6) is larger Hl larger than In Your po vents. line 17), enter the balonee due here —————_——<> | 3s ___ 241 |00 
Pay in full with thie return 00, Bie return without payment. j 


19. If your payments (line 17) are tent than yours ur fee (ine 120 ror 16), enter (he moment here ——_—_»> en teeanl thes 
If less than $1.00, the overpayment will be retu application. too 








20. Amount of line 19 to be: (a) Credited on 1958 pera tax $ aan ;(o) Rested 3 ilitiaaciteiiniitinn 
| County in which you live ts your wife (huxbend) making @ seperate return for 19577 () Yes () Ne if "Yes," ~~ owe ony Federal 
j | enter her (his) nome ad jor years betere 19577 
! You Qe 





TAXPAVER—1 deciare under the penoities of perjury that thie return (including eny eccomponying schedules ond statements) hes been examined by me end te the beet 
ot my knowledge ond belief is @ true, correct, and complete return 
Sign 


tYeur signature) "(Dare "Tit this is @ joint return, wife's signeturel (Deve) 


—> To assy To assure split-income benefits, husband and wife must include all their income and, even though only one has income BOTH MUST SIGN 
PREPARER “(other than tan 1 deciere under the pencities of perjury thet | prepared this return for the persenis) named herein; and — this reters 
lincluding any accompanying oe! les and stotements) it, «o the best of my know! 1s ond belief, @ trve, correct, and complete return based on oll the information 
relating te the matters required te be reported in this return of which | have ony knowledge 





hheve.....-.--------.-.- re . . nies ois aK. . encacneccncccccecccnece © 


(individual ov Firm Signature) (Address) ~~" iBete! 
ear -10--73888-t 
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"B" Computation for retired couple residing in a non-comunity property State. 


Form 1040—1957 Page 4 
IF INCOME WAS ALL FROM SALARIES AND WAGES, TEAR OFF THIS PAGE AND FILE ONLY PAGES 1 AND 2 


Schedule !.—DIVIDENDS RECEIVED CREDIT (See Instructions, page 15) 





TCG OT EURIIETING WD TURE PR op o's ods casas 05 ba 4.6 tno Asa aan ae en Ae ig 
S, CI GUNES PUENTE UMD UL nc Lets apse dk tccebacncdetceetecresusrcdabetectherkcene se 


i 
LIMITATION ON CREDIT | 


3. Tax shown on line 12, page 1, plus amount, if any, shown on line 8(b), page 2... ...----. ee eee e eens ——— 
& GC pecied 8 tanehe Webi tie 53 <003>s nc sarees ndkaensenltiers foie 4x> saeeansarh in shite | ae pe a 

Toxable (a) If tox is computed on page 2, the amount shown on line 5, page 2. j 
(>) If capital gains alternc*ive tax applies, the amount shown on line 14, separate Schedule D. } 


(Q) If Tax Table is used, the amount shown on line 11, page 1, less 10 percent thereo!, and less the 
deduction for exemptions ($600 multiplied by the number of exemptions claimed on line 4, page 1). 


5. Dividends received =m. oe here and on line 13(a), page 1, the smallest of the amounts on line 2, | 
3, or 4, above.... nie «ok VE Abid de «bbb sa pbed bbls obibher ch bie ntapobescsidivd cdecthit | 


Income 
Means 





Schedule K.—RETIREMENT INCOME CREDIT (Ses instructions, page 15) 








Ly 
20 
a. 


If separate return, use column B only. If joint return, use column A for wife and column B for husband —z» A B 


Did i camed nena ia ence of $000 in cath of on 10 calender yeas before the toable - ” ne? | ieee s dae T 
"957 ? “Widow o: widowers see instructions, page 15. ee ee ee eae = 5 0 Yes CJNo | Gl Yo ( No 


if ontwer above is “Yes” in either column, fumish all information below in that column. | 


1. Retirement income for taxable year which is included in line 11, page 1, of this retum: 
(0) For taxpayers under 65 years of age: 


Enter only income received from pensions and annuities under public retirement ; 
systems, including retirement pay from Asmed Forces....-.........-.-.05. ae et cea eet LO ___ 2,400 : 09 


(b) For taxpayers 65 years of age or older: 


Enter total of pensions and annuities, including retirement pay from Armed Forces, 
interest, gross rents, and dividends............... 


LIMITATION ON RETIREMENT INCOME 


2. Maximum amount of retirement income for credit computation ..... 6.6.66. cece eens ° 200 00] $ 1,200 : 00 
3. Deduct: 
(a) Amounts received in taxable year os pensions of annuities under the Social Security 
Act, the Railroad Retirement Acts, and certain other exclusions from gross income . See neceeceeee TTS 
(b) Eamed income received in toxable year: | 
(This line does not apply to persons 72 years of age or over) 
(1) Taxpayers under 65 years of age, enter amount in excess of $900... . ya tel cle el __1,200: 00 
(2) Taxpayers 65 or over and under 72, enter amount in excess of $1,200 EERE VES. ee nies Se 
4. Total of lines 3(a) and 3(b)...... es aepivens _—_____—!___.|_1-200; 00 
5. Balance (line 2 minus line 4).......... : ant toed MIRE MA Wa 
6. Line 5 or line 1, whichever is smaller... .... daela vous ; ; 0,000: 00 
7. Tentative credit (20 percent of line 6).......... evebieGOs h1 ds Dime er 00 
8. Total tentative credit on this retum (total of amounts on line 7, columns A and B) ol eas ail .— 2,000 00 
LIMITATION ON RETIREMENT INCOME CREDIT 
9. Amount of tax shown on line 12, page 1... ........622 2200 eee e Pies a DTD 00 
10. Less: Dividends received credit from line 5, Schedule J, above. . . Y oh J Oe ee 
$8, Dihante Cine 9 fee Sete Siiy «Ses canecues Frinieks her eben VaAe ea a EF OO 
12. Retirement income credit. Enter here and on lina 1 13(b), page 1, the amount on line 8 or line 11, whichever 
ss oc a bc en cys en cae : $ 000: 00 
©. 6. GOVEnneteT rere orrece ear 1@—-7 83 i 


22196—58——-10 
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UNITED STATES SENATE, 
COMMITTEE ON APPROPRIATIONS, 
February 25, 1958. 
Hon. Harry F. Byrp, 
Chairman, Senate Finance Committee, 
Senate Office Building, Washington, D. C. 


Dear Mr. CHAIRMAN: Inasmuch as the Senate Finance Committee is now con- 
sidering H. R. 8381, the Technical Amendment Act of 1957, I want to place my 
views on section 2 of this bill before the members of the committee. 

As you know, I have written to you before on this measure and pointed out 
briefly the apprehensions in the community-property States which the possible 
enactment of this section has created. Briefly, section 2 eliminates the benefits 
of community-property laws insofar as they relate to retirement income credits 
by restricting those credits to be used only by the spouse who rendered the serv- 
ice which resulted in the pension or annuity. The objective of this proposed 
amendment is to place the residents of noncommunity-property States on an 
equal basis with the residents of community-property States. 

Irrespective of the objectives of this amendment, its adoption will result in 
a limitation of benefits and the overriding of community-property laws of the 
eight States involved and in an additional tax burden on thousands of elderly 
people in those areas, This, as the committee knows, is not the first attempt 
that has been made to deny tax advantages which result from the community- 
property system of ownership and you will recall that in 1948, the differences 
existing among the States as to what constituted community income resulted 
in the Government extending the income splitting privileges of community- 
property States to all of the States in the Union. 

It is my hope that the committee will eliminate section 2 from H. R. 8381 
and if, in the opinion of its members, further action should be taken to amend 
the definition of retirement income of section 37 of the Internal Revenue Code 
of 1954, it will permit spouses in noncommunity-property States to divide their 
annuity or retirement allowances between the spouses for the purpose of income- 
retirement credits. I seriously urge the most careful consideration by the mem- 
bers of the Senate Finance Committee on section 2 of this legislation. 

With best personal regards, I remain, 

Sincerely yours, 
Wirrr1amM F.. KNow.anp. 


UnItTep STATES SENATE, 
COMMITTEE ON INTERSTATE AND FOREIGN COMMERCE, 
February 11, 1958. 
Hon. Harry F. Byrp, 
Chairman, Committee on Finance, 
United States Senate, Washington, D.C. 


Dear SENATOR: We have been receiving communications from retired residents 
of our State calling our attention to the Technical Amendments Act of 1957, 
which passed the House on January 28 and is now pending before your committee. 

As you know, the State of Washington is one of the community-property 
States. Section 2 of H. R. 8381, if enacted into law would completely disregard 
the method of computing annuities in community-property States and would in- 
flict hardship on many elderly people in those States. These retired people now 
struggling to get along on fixed low annuities would, if H. R. 8381 passes in its 
present form, face further curtailment of their incomes. 

We respectfully request your committee to carefully scrutinize this provision 
and we urge that section 2 be eliminated from the bill before it is reported to 
the Senate. 

Thank you for your many courtesies and kind personal regards. 

Sincerely, 


WarrEN G. MAGNUSON, 

United States Senator. 
Henry M. Jackson, 

United States Senator. 
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UnItTED States SENATE, 
COMMITTEE ON INTERIOR AND INSULAR AFFAIRS, 
February 26, 1958. 
Hon. Harry F, Byrn, 
Chairman, Senate Finance Committee, 
United States Senate, Washington, D. C. 


DEAR SENATOR ByRp: Your committee now has before it for consideration H. R. 
8381, designed to amend the Internal Revenue Code of 1954 in certain technical 
aspects. One provision of the bill, however, produces an inequitable result. 
This is section 2 of the House-adopted bill. 

This proposed section provides: 

“Sec. 2. RETIREMENT INCOME CREDIT. 

“(a) Computation in case of individuals who are married. 

“(1) DEFINITION OF RETIREMENT INCOME.—Section 37 (c) (defining the 
term ‘retirement income’) is amended by adding at the end thereof the 
following new sentences: ‘In applying paragraphs (1) (A) and (2) in the 
case of individuals who are married, any pension or annuity attributable 
to services rendered by either spouse shall be treated as received by the 
spouse who rendered the services. For purposes of the preceding sentence, 
determination of marital status shall be made under section 143.’ 

“(2) LIMITATION ON AMOUNT.—Section 37 (d) (1) (relating to limitation 
on retirement income for purposes of retirement income credit) is amended 
by striking out ‘any amount received by the individual as a pension or an- 
nuity’ and inserting in lieu thereof ‘any amount received by the individual 
(determined without regard to community property laws) as a pension or 
annuity’. 

“(3) DEFINITION OF EARNED INCOME.—Section 37 (g) (relating to defini- 
tion of earned income for purposes of retirement income credit) is amended 
by adding at the end thereof the following new sentence: ‘For purposes 
of the preceding sentence, if income attributable to services rendered by a 
husband or wife is community income under community property laws ap- 
plicable to such income, such income shall be treated as the income of 
the individual who rendered such services.’ 

“(b) ErrectivE Datre.—The amendments made by subsection (a) shall apply 
only with respect to credits under section 37 of the Internal Revenue Code of 
1954 for taxable years beginning after December 31, 1956.” 

The adoption of this proposed amendment would destroy the rights of a mar- 
ried woman in those States where community property law prevails. In my 
State of California, for example, a community property State, all property ac- 
quired after marriage except that acquired by gift, devise, bequest or descent 
is deemed to be community property and the interest of the wife is equal to 
that of the husband. 

It is quite apparent that the proposed section 2 of the committee bill would 
effectively nullify this basic concept of community property law. It will work 
to the detriment of many classes of retired people in the community property 
States. I have had prepared for the use of the committee comparative examples 
of how the proposed amendment, if enacted into law, would work in a community 
property State such as my own. The Joint Committee on Internal Revenue 
Taxation has prepared an amendment deleting section 2 of H. R. 8381 in its 
entirety. I would appreciate the committee’s favorable consideration of it. 

Senator Alan Bible of Nevada joins me in the views expressed in this letter. 

Very sincerely yours, 

THomAS H. KucHEtL, 


Secrion 2 or H. R. 83881—ILLUSTRATIONS 


Background.—John Brown is 68 and his wife Mary is 65. They have lived 
all their married life (30 years) in California—John worked for his living until 
he was 65; Mary never worked for wages. 

Case 1 

John is receiving a pension of $5,000 per year (their only income) because 

of 40 years as an employee of the State of California. Under the laws of Cali- 


fornia half this pension is the property of Mary the instant John received it. 
Under present law it can be argued that the couple are entitled to two full 
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retirement income credits, on the grounds that (1) $2,500 is a pension received 
by Mary, and (2) that she has received earned income (though she never 
worked for wages) for more than 10 years. If section 2 is enacted they will 
have only one retirement income credit, because, for that purpose only, the 
$5,000 will be viewed as John’s pension, not half Mary’s, and only John will 
be deemed to have received earned income for 10 previous years. 


Tax consequences—present law (as above interpreted) 


ne SENN CG URN aha i i A eee hh bitin tre cee $5, 000 
Less: Standard deduction (10 percent) -.....---__-_._--_______ 500 
nc cians csp nae eblatn th dediiialks Leek lh hhh gdb, wiresdinen et hat eibhtrend ie tecibicien 4, 500 
Less: 4 personal exemptions (both over 65)---...-----.--__-_________ 2, 400 
OND TONING). asi ices eer ldiee lode atin nmad—acdwed 2,100 
PTI ON OOINN ia 5S «14 Siaaing Reales hs th wa ialad wsbbecbatethens= beep mien 420 
Less: 2 retirement income credits (20 percent of $1,200 each) ___.-_____ 480 
PE POO: Sie bnti nas ed eed ne ek eke petneenws 0 


Tax consequences—enactment of sec. 2 











Re ert AIM et AE MME SE EE A ly ALES IES RCSL EW ES $2, 100 
UIE catectedllaereal eeica diner beatae adie aires Med ct erin nee notte ee ee : 420 
Less: 1 retirement income credit. (John’s) ........_._..........-_.-__ 240 

ieee eee ee tel en Rn al A ; 180 


Nore.—If their income was not more than $4,000 the enactment of section 2 
would make no difference, because I retirement income credit would wipe out 
the tax. 

Case 2 

The facts are the same as before, except that John receives no pension (and 
no social security benefit, which would probably eliminate an earned income 
credit). However, he saved enough so that he receives interest dividends, 
and rents totaling $5,000 per year. Under present law, and under the law as 
amended by section 2, half of the $5,000 is Mary’s income. So, if she can be 
said to have received earned income for 10 preceding years, she as well as John 
would be entitled to a full retirement income credit. If section 2 is enacted, 
however, although she has more than $1,200 of investment income, only John will 
be deemed to have received the necessary earned income for 10 preceding years 
so she will have no retirement income credit. 

The tax consequences would be the same as in case 1. 


Case 3 

The facts are the same as in case 2, except that Mary worked for 10 years 
(earning more than $600 per year) before she married John (or after she 
was married). Under present law, and under the law as amended by section 2, 
both would be entitled to full retirement income credits, and there would be no 
tax due. 

Notre.—If John and Mary had lived in New York or Illinois they could like- 
wise have 2 credits if John chose to make their situation the same as that in a 
community-property State by giving Mary half the investments (or enough to 
yield $1,200). 

Case 4 

The facts are the same as in case 3 ($5,000 of investment income, both 
worked more than 10 years) except that in addition John earned $4,800 as a 
consultant. Under present law neither would be entitled to retirement income 
credit, because John’s present income from services would be half attributed 
to Mary, and the $1,200 of retirement income each would otherwise have had 
would be eliminated because of current earned income in each case $1,200 in 
excess of the permitted $1,200. 

If the law is amended by section 2, however, Mary would be entitled to an 
earned income credit, because John’s current earned income would not be 
attributed to her. The tax would therefore be $240 less, if section 2 is enacted, 
than if it were not. 
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[H. R. 8381, 85th Cong., 2d sess.] 


AMENDMENT Intended to be proposed by Mr. KucHe to the bill (H. R. 8381) 
To amend the Internal Revenue Code of 1954 to correct unintended benefits 
and hardships and to make technical amendments, and for other purposes 
On page 2, beginning with line 13 strike out all through line 24 on page 3. 


Renumber succeeding sections. 





STATEMENT OF WILLIAM D. Buck, PRESIDENT, INTERNATIONAL ASSOCIATION OF 
Fire Ficuters, AFL-CIO 


For the International Association of Fire Fighters, affiliated with the AFL- 
CIO, I, William D. Buck, as their president, wish to record our organization in 
disagreement with the provisions of section 2 of House bill 8381, which is before 
your committee. 

H. R. 8381, as you know, is intended to amend the Internal Revenue Code of 
1954. There are many provisions in the draft of this proposed legislation which 
are excellent in our opinion ; however, one section of the bill, specifically section 2 
titled “Retirement Income Credit,” we the fire fighters respectfully solicit the 
members of your committee to delete this provision within the proposed petition. 

We feel the fire fighter, who, in the twilight of his life, after serving the com- 
munity for many years, receiving retirement income, and in a particular State 
where the community-property law is affected and with the realization that 
under the provisions of this law, he has the opportunity to plan on a retirement 
income, should the provision of section 2 prevail, our membership during this 
period of retirement will suffer a loss of income which was never anticipated 
and not expected by him at the time of his application for retirement which 
may have been forced on him as a result of long years of service. 

No doubt over the last 10 years you have noticed an increase in the hue and 
cry on the part of the community at large that our States and municipalities 
have desired and exercised the right for home rule for the right of self-govern- 
ment. In this instance, it would appear to be proper that, where the provisions 
of a State community-property law is in effect which is intended to grant a 
specific group of people certain benefits and privileges, we feel that the legisla- 
tive prerogative of the States involved should not be encroached upon by the 
Congress of these United States with respect to the community-property law. 

In closing, may I express my personal appreciation for the indulgence of your 
committee for the privilege of presenting to you the views of the International 
Association of Fire Fighters. 


NATIONAL CONFERENCE OF POLICE ASSOCIATIONS, 
March 8, 1958. 
Hon. Harry FF. Byrp, 
Chairman, Committee on Finance, 
United States Senate, Washington, D.C. 

DEAR SENATOR Byrv: The National Conference of Police Associations wishes 
to be recorded as opposing section 2 of H. R. 8381, referred to in the House re- 
port as “Retirement income credit.” 

The undersigned has received communications from members in community 
property States advising that they are happy with the law as it is today and 
are opposed to the amendment as proposed in section 2 of H. R. 8381. 

It is their contention that noncommunity property States should become com- 
munity property States by State law so that they can enjoy the benefits under 
the Internal Revenue Act. 

Mr. Gourney Turner of Los Angeles Fire and Police Protective League writes, 
“Section 2 of this bill would change the operations of section 37 of the Internal 
Revenue Code of 1954 to require residents of community property States to 
claim the tax credit on the income of the spouse who is actually receiving the 
retirement income. At present, husbands and wives in community property 
States may split the retirement income of one spouse between them in order 
to claim tax credit under section 37. * * * I understand that Florida is object- 
ing to the community property law in these States and, instead of trying to get 
it for Florida, seems more interested in taking away from the States that now 
enjoy this income tax deduction.” 
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We respectfully urge the committee to delete section 2 when H. R. 8381 is 
reported. 
Respectfully yours, 
Royce L. Givens, Secretary-Treasurer. 





OAKLAND MUNICIPAL CiviL SERVICE EMPLOYEES ASSOCIATION, 
Oakland, Calif., February 25, 1958. 
Hon. H. F.. Byrp, 
Senate Finance Committee, Washington, D.C. 

DEAR SENATOR Byrp: The executive board of the Oakland Municipal Civil 
Service Employees Association desires to inform you of the action we have taken 
on H. R. 8381, an internal revenue measure (sec. 2). 

At present our organization represents over 1,400 civil service employees of 
the city of Oakland, and having been a chartered association for over 35 years, 
it follows that a considerable number of our past members are presently living 
on retirement income. A large number are also planning retirement in the near 
future. 

Consequently, when the proposed legislation was discussed at our regular 
monthly executive board meeting, our decision was that H. R. 8381 contained 
one very undesirable provision, specifically, the one eliminating the split benefit 
provision on retirement pay in community property States (sec. 2). 

I am quite certain you are aware of the predicament that persons living on a 
fixed income find themselves in today. The constant rise in the cost of living 
and the inflationary spiral does nothing but reduce their standard of living. 
It appears to us that H. R. 8381 would further the damage already created by 
inflation. 

As an organization, we strongly urge the deletion of this provision from the 
bill before final passage. The other provisions contained in the measure appear 
to be quite desirable. 

Your careful consideration of this request will be appreciated. 

Very truly yours, 
Leon H. Froyp, President. 


The CHatrmMaANn. The next witness, then is Mr. Andrew J. Cothran 
of the American Cotton Manufacturers Institute, Inc. 


STATEMENT OF ANDREW J. COTHRAN, THE AMERICAN COTTON 
MANUFACTURERS INSTITUTE, INC. 


Mr. Chairman and gentlemen of the committee, I am Andrew J. 
Cothran of Graniteville, S.C. Iam secretary of the Graniteville Co., 
and also serve as chairman of the tax committee of the American Cot- 
ton Manufacturers Institute of Charlotte, N. C., and Washington, 
D. C., in whose behalf I present my testimony today. 

The American Cotton Manufacturers Institute is a central trade 
association for the entire textile mill products manufacturing indus- 
try and serves as its spokesman in matters of national affairs. The 
industry is one of the country’s largest, providing employment to 
approximately 1 million workers and havi ing a production output 

valued in the primary markets of more than $12 billion per year. It 
is, therefore, a major factor in the economic well-being of our country 
and is a dominant factor in the prosperity of the area ‘extending from 
Maine to Texas. 

The textile mill products manufacturing industry is also a vital fac- 
tor in the Nation’s program for preparedness. As an industry, its 
essentiality is probably exceeded only by iron and steel. In serving 
the demands of the civilian population, and from the standpoint of its 
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impact on the typical family budgets, its importance is exceeded only 
by food and shelter. 

Despite its aggregate magnitude, it is basically an industry of 
small intensely competitive plants. The industry operates over 8,000 
plants, no 1 company representing more than 4 percent of the total. 
Thus, the textile mill products manufacturing industry has always 
been distinctive as the most competitive and “individualistic of the 
Nation’s major manufacturing industries, and represents, to the maxi- 
mum degree, the spirit of free business enterprise. The mills and 
plants which are members of the American Cotton Manufacturers In- 
stitute, Inc., are distributed throughout the industry’s entire area, and 
oper ate about 85 percent of the industry’ s total spindles. 

I wish to present our objections to three sections of H. R. 8381. 
These objections are as follows: 


I. REMAINDERS TO RELATED PERSONS IN THE CASE OF CERTAIN CHARITABLE 
TRUSTS, SECTION 9 


Section 9 of H. R. 8381 would amend section 170 of the Internal 
Revenue Code of 1954 so as to disallow the deduction of the value of 
roperty transferred in trust for a charity if the spouse of the grantor, 
his ancestors or his lineal descendants, or if a corporation, trust, etc., 
which are controlled by the grantor, have a remainder interest in the 
trust and at the time of the transfer the value of such remainder 
exceeds 5 percent of the value of the property transferred. The theory 
of this proposed legislation is that it prevents a taxpayer from receiv- 
ing a double charit: rable deduction in the case where property is trans- 
ferred in trust for a charity for a term of years with the remainder to 
a related person. 

Under present law, section 673 of the Internal Revenue Code of 
1954 provides that the income of the trust would not be taxable to 
the grantor because he has made a complete gift of the property and 
under section 170 the value of the gift to charity would be a charitable 
deduction. Nevertheless, this does not in any way constitute a double 
charitable deduction. The grantor would not be taxable on the in- 
come of any trust which provided income to a beneficiary for a term 
of years with remainder to a related taxpayer. The nontaxability of 
the trust income to the grantor is in no way dependent upon the bene- 
ficiary being a charity. Therefore, this proposed legislation would 
deprive a taxpayer of any deduction for a contribution to charity of 
this nature. 

Furthermore, since colleges and universities have been the particular 
beneficiaries of donations of this nature, the disallowance of a deduc- 
tion for such donations would tend to deprive these institutions of a 
source of income at a time when higher education is peculiarly vital 
to the national welfare. 

This proposed legislation is peculiarly hard on the people in our 
industry. Many of our mills are owned by families whose entire 
fortunes are invested in such mills. Under either the Revenue Act 
of 1939 or the Revenue Act of 1954, a stockholder of a family-owned 
mill could place shares of stock in trust with the income being payable 
to charity for 10 years after which the stock went to children or grand- 
children. The charity had the income for 10 years and the former 
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owner was allowed a charitable deduction computed on the Treasury’s 
actuarial tables at about 30 percent of the value of the stock. If sec- 
tion 9 of H. R. 8381 becomes law, the stockholder would have no chari- 
table deduction. 

There is no incentive to make a charitable gift; the whole incentive 
is to give both the income interest and the remainder interest to his 
descendants. Whether he directs the income to charity or to his 
children, it is no longer his income or taxable to him. It seems to us 
that if he directs the income to charity instead of directing it to his 
children, he has made a real charitable gift and is as much entitled 
to a charitable deduction as any other person. To us it seems a dis- 
crimination against the owner of a closely held family corporation as 
against other persons. Our people do not have diversified invest- 
ment portfolios and yet the demand on them to make charitable gifts 
to our small colleges, hospitals, local YMCA’s etc., is just as great as 
is the demand on the philanthropist whose holdings are diversified. 
This latter person can take 100 shares of General Motors and give 30 
shares to charity and 70 shares to his children. Under the law and 
under the Treasury’s actuarial tables he has made no larger a chari- 
table contribution than would one of our family mill owners who 
gives 100 shares of the stock of his family corporation (assuming equal 
market value per share) in trust with the income of the full 100 shares 
to go to charity for 10 years with the remainder after those 10 years 
to go to his children. 

Yet, although the dollar value of the contribution to charity is the 
same in each instance and although the donor in each instance elimi- 
nates the future income of the donated stock from his own tax return, 
the diversified philanthropist is allowed a charitable deduction while 
the mill owner, under section 9 of H. R. 8381, is not allowed any 
deduction. 

These long-term charitable trusts are about the only way many of 
our family mill owners can make substantial charitable contributions. 
They cannot give their family holdings outright to charity because the 
charity might well feel compelled to sell such closely held stock to out- 
side interests and these outside interests could be inimicable to the 
family ownership. 

We do have one constructive suggestion to make to this committee. 
It seems reasonable that a charitable deduction should be allowed only 
where the charitable contribution is one of substance. It can be said 
that 1- or 2-year term charitable trusts give very little to charity. 
However, whenever a grantor gives the trust income to charity for 10 
years or more he is giving a substantial term to the charity and there- 
fore should be allowed a charitable deduction. The substitute amend- 
ment to accomplish this proposal is as follows: 

Strike section 9 and insert in lieu thereof the following : 

“Sec. 9. CHARITABLE Trusts. Section 170 (b) (1) (relating to charitable de- 
ductions) is amended by adding at the end thereof the following new paragraph: 

“*() DENIAL OF DEDUCTION IN CASE OF CERTAIN TRANSFERS IN TRUST AFTER 
JUNE 30, 1958.—No deduction shall be allowed under this section for the value of 
any interest in property transferred after June 30, 1958, to a trust if such interest 
consists of the right to the income of the trust, or any portion thereof, for a 


period, which is, or as of the date of the transfer, may reasonably be expected to 
be less than 10 years.’ ” 
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II. DEPRECIATION OR AMORTIZATION OF IMPROVEMENTS MADE BY LESSEE ON 
LESSORS’ PROPERTY—SECTION 14 


This section would amend the Revenue Code to provide that if a 
landlord and lessee are “unrelated,” leasehold improvements be de- 
yreciated over the term of the lease plus any period for which the 
Cons may be renewed pursuant to an option exercisable by the lessee 
unless the lessee establishes that (as of the close of each taxable year) — 
it is more probable that the lease will not be renewed, extended or continued for 
such period than that the lease wil be renewed, extended or continued. 

The section would be applicable to improvements begun after De- 
cember 31, 1956, unless previously contracted for. 

Under ‘present regulations renewal periods are generally disre- 
garded. New section 178 throws the burden of proof on the taxpayer 
during each and every year of the lease to satisfy the Internal Revenue 
Service that— 
it is more probable that the lease will not be renewed * * * than that the lease 
will be so renewed * * * 

This is an impossible and unsettling burden. A taxpayer who has, 
for example, executed a 10-year lease with an option to renew (usually 
at rent to be negotiated) and who has made extensive leasehold im- 
provements w ould be under the sword of Damocles from year to yea 
to prove by a preponderance of the evidence that it was not oeebaliae 
that he would renew. How could be possibly know the answer, let 
alone prove it, during the early years of the lease or even dur ing the 
later, final years? The proposed amendment is extremely vague, 
speculative, and provocative of dispute with the Service. 

The provision could have the effect of destroying the value of acceler- 
ated depreciation if in the early years of the lease taxpayer fails to 
“establish that it is more probable that the lease will not be renewed.” 

Leases with renewal options at rents subject to escalator clauses 
are common and are good business for landlords and tenants alike. 
New section 178 would tend to discourage this beneficial practice. 

Whereas, in the early years of a lease taxpayer may have failed to 
meet the burden of proof which section 178 would impose upon him, 
he could be seriously embarrassed when at the termination of the lease 
changes in his affairs would indicate renewal to be unwise or even 
economically impossible. Treating unrecovered cost of leasehold im- 
provements as an abandonment loss might well be worthless to the 
tenant, and moreover, the inability of the tenant to charge off such 
improvements during the life of his original term could ‘distort his 
accounting and operations and deprive him of cost recov ery which 
might be vital to the welfare of his business. 

We recommend that new section 178 be deleted from the bill and 
that taxpayers be permitted to treat leasehold improvements under 
present law and regulations. 


Ill, ADJUSTMENTS REQUIRED BY CHANGES IN METHOD OF ACCOUNTING— 
SECTION 24 


Prior to the enactment of the Internal Revenue Code of 1954, when 
a taxpayer changed methods of accounting, such as from the cash to 
the accrual method, the Commissioner attempted to require the tax- 
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payer to make certain transitional adjustments in order to prevent the 
duplication or omission of certain items of income and expense, 
These adjustments frequently worked hardships and inequities on 
the taxpayer by “bunching” amounts of income in the year of 
the accounting change which income was in essence attributable to 
years otherwise barred by the statute of limitations. The courts had 
not always supported the Commissioner’s authority to make such 
adjustments but had generally taken the position that adjustments 
could be made only where the change of accounting methods was 
voluntary. However, considerable confusion existed in the case law, 

In section 481 of H. R. 8300 the House proposed to mitigate the 
“bunching” effect of adjustments by adopting a 3-year averaging 
device. In the Senate, section 481 was amended so as to exclude ad- 
soempnte with respect to any taxable year prior to 1954. Its report 
stated : 


The House bill would have required taking into account the entire transitional 
adjustment determined by the Secretary or his delegate to be necessary to prevent 
duplicating items of income and deductions under the new method of accounting, 
Your committee felt that permitting the entire adjustment would result, in effect, 
in adjusting errors which occurred during years when there was no statutory 
authority for making such adjustments (S. Rept. No. 1622, 83d Cong., 2d sess., 


65 (1954) ). 

Now, in section 24 of H. R. 8381, it is provided that adjustments will 
be required for years prior to 1954 when the taxpayer voluntarily 
changes accounting methods. This legislation is proposed on the 
basis that it will correct an unintended benefit. Certainly the limit- 
ing of adjustments to those in respect to taxable years subsequent to 
1953 were not unintended. The Senate made a specific amendment 
of section 481 of H. R. 8300 to accomplish this purpose and clearly 
stated its reasons for doing so. Section 481, as amended by the Sen- 
ate, was accepted by the House and enacted into law. To enact sec- 
tion 24 of H. 8381 would result in an undermining of the statute of 
limitations and a return to the confusion of the pre-1954 Code case 
law, as well as a direct reversal of the clear congressional purpose 
expressed in section 481, and should therefore be rejected. 

Let me also emphasize that. the proposed bill only attempts to pick 
up the pre-1954 adjustments where the taxpayer asks permission to 
make a change in accounting method. On the other hand, the 1954 
Code provisions continue to apply in those cases where the Commis- 
sioner demands that the adjustment in accounting method be made. 
The net effect of section 24 is that errors in accounting methods or pro- 
cedures will be permanently frozen into our tax system. For ex- 
ample, a taxpayer properly starts his business on a cash basis of 
accounting, but gradually accumulates over a period of years an in- 
ventory. As of January 1, 1954, this inventory value has gradually 
built up over, say 10 years, to $50,000. Logically the taxpayer should 
change his method of accounting to the accrual basis. He knows that 
if he asks permission to change then under section 24 of the bill, he 
will be taxed on the $50,000 of opening inventory. The Commissioner 
knows that if he demands that the taxpayer change to the accrual 
method, the taxpayer will not be taxed on the opening inventory of 
$50,000. Therefore, neither party will make the opening move and 
the incorrect accounting system continues ad infinitum. 

The amendment made by this committee to section 481 in the 1954 
Code was logical and sensible. It would not, as is pointed out above, 
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cost the Government any material revenue, yet nevertheless presented 
the opportunity to both taxpayers and the Government alike to equit- 
ably adjust accounting errors that occurred many years ago, and which 
errors are now barred by the statute of limitations. Section 24 of 
the proposed bill has the effect of retroactively removing the bar of 
the statute of limitations. 

One further thought should be mentioned. Section 481, as amended 
by this committee, became law over 314 years ago. Taxpayers have 
acted upon the law as it has existed for that period of time. If sec- 
tion 24 is to be enacted, and we strenuously urge that it should not be 
enacted into law, then at least it should be made prospective in opera- 
tion rather than retroactive to January 1, 1954. 

I appreciate very much the opportunity of being allowed to appear 
before you. 

And, Mr. Chairman, before I close, may I express to you, sir, the 
very keen interest and deep gratification with which we people below 
your State in the Deep South received your announcement to run for 
reelection. 

The Cuarrman. Thank you. 

I deeply appreciate that. 

Senator Martin. With the permission of the Chair, I submit a 
letter which I received from the Honorable Gaylord P. Harnwell, 
president of the University of Pennsylvania, expressing his concern 
over section 9 of H. R. 8381, and urging modification of this legis- 
lation. 

(The letter referred to follows :) 

UNIVERSITY OF PENNSYLVANIA, 
Philadelphia, December 31, 1957. 
Hon. Epwarp MARTIN, 
United States Senator from Pennsylvania, 
Washington, D.C. 

Dear SENATOR MARTIN: I am advised that there is a bill presently pending 
before Congress numbered H. R. 8381 which is intended to provide various amend- 
ments to the Internal Revenue Code of 1954. 

Section 9 of the bill would amend section 170 (b) (1) of the code and also 
section 267 in such a manner as might materially reduce certain charitable de- 
ductions which are now permitted. 

For many years it has been legally possible for a generous individual to estab- 
lish a trust providing that the income should be paid to an eleemosynary institu- 
tion for a period of 10 years or longer, with the reversionary interest being paid 
over to children or grandchildren at the termination of the charitable trust. 
Such a trust entitles the donor to a charitable deduction upon his income-tax 
return and upon his gift-tax return of the commuted value of the income given 
to charity. This provides the donor with an incentive for making the charitable 
provision rather than making a direct gift, outright or in trust, only to his 
descendants. 

The 1954 Code makes possible such a trust for as short a period as 2 years but 
generally similar in other respects to the so-called 10-year trust provided the fund 
does not revert to the grantor. 

The proposed amendment would deny the donor any charitable deduction for 
such a charitable income trust if, after the charitable trust period, the reversion- 
ary interest goes to the grantor’s spouse, ancestors or lineal descendants. The 
amendments would apply not only to the short-term trusts made possible by the 
1954 Code, but also to trusts where income is payable to eleemosynary institutions 
for 10 years or longer, thus imposing a very material limitation upon what has 
been generally accepted as proper tax accounting for many years. 

Many institutions of higher learning have been beneficiaries of these long-term 
trusts, and it would be a serious matter if their creation in the future were dis- 
couraged by this proposed legislation. 
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I am, of course, aware that there may be many reasons unknown to me that 
would favor the legislation in question, and I would not presume to comment 
specifically upon what legislation would be desirable. However, in view of the 
fact that higher education in this country is desirably dependent upon gifts from 
individual citizens, I would hope that the present legislation could be so modified 
as to encourage rather than discourage the gifts such as have been made under 
these charitable trusts to educational institutions. 

Very sincerely, 


GAYLORD P. HARNWELL, 
The CuHairman, Our next witness is Mr. Carlyle Barton. Mr. 
Barton will you have a seat ? 


STATEMENT OF CARLYLE BARTON, MEMBER OF BOARD OF 
TRUSTEES, JOHNS HOPKINS UNIVERSITY, BALTIMORE, MD. 


The Cuarrman. Mr. Barton, you may proceed. 

Mr. Barron. Senator Byrd, and gentlemen, my name is Carlyle 
Barton, I am a lawyer in Baltimore. 

I would like to say, Senator Byrd, that we in Maryland rejoice 
with the other States that you are going to run again and I want 
to say that my grandfather and uncle and first cousin practiced law 
in Virginia for more than 100 years in Winchester. 

The Caatrman. That is my hometown. 

Mr. Barron. Yes, sir. 

I do not appear here today as a lawyer, I appear as a member of 
the boards of trustees of the Johns Hopkins U niversity in Baltimore, 
and the Johns Hopkins Hospital, on which boards I have served for 
many years. 

Until last month I have been president of the board of trustees of 
the university for some 17 or 18 years. 

We are very much concerned about the sroposed change in section 
9. The situation has been fully explained Seis ioundein 3 page 2 in this 
excellent statement prepared by Mr. Cothran who spoke just ahead 
of me. And I wish I could have done as well. We adopt it in its 
entirety. 

But speaking from the viewpoint of the beneficiary of these chari- 
table trusts, it is a matter of vital importance to those of us trying 
to operate these private institutions that we keep up hese induce- 
ments to generous benefactors to make their gifts. At Johns Hop- 
kins University, other than the research work provided for on a no- 
gain, no-loss basis by the United States Government and others, about 
one-third of our maintenance comes from tuition, another third from 
endowment income, and another third from charitable gifts. 

Senator Kerr. What percent of that one-third, now, would come 
within the category referred to in Mr. Cothran’s statement? 

Mr. Barton. A comparatively small percent, but nevertheless a 
very vital percent. 

Senator Kerr. And one which you have hopes of being enlarged. 

Mr. Barron. And one which we have very emphatic hopes of be- 
ing enlarged. But we watch those things, we cannot operate these 
nonprofit “institutions and these private educational institutions ex- 
cept at the response of the public to our requests for gifts. And we 
are about to embark upon a campaign to raise for the university and 
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the hospital some $76 million to bring our plant up to date and 
provide salaries for our professors. 

Senator Kerr. How much would that be for endowment ? 

Mr. Barron. Of that fund ? 

Senator Kerr. Of that $76 million. 

Mr. Barron. We would like to have the better part of half of that 
for endowment over the period, we do not expect to get it all next 
year. But we have been the recipients of generous gifts in recent 
years, and as I say, we are tremendously dependent upon gifts of this 
character, and anything that disturbs the prospects of receiving these 
gifts is of ver y serious concern to us. 

And in watching this thing I am disturbed by the proposed change 
in the law. The amendment to the bill as passed by the House as 
recommended in Mr. Cothran’s statement would clear up the matter, 
we think. 

Prior to 1954 these gifts could be made on a 10-year basis, and we 
would get the income. Funds are given to us from time to time to be 
used over fixed periods, and we hope that the gifts will be renewed 
when the periods run out. 

Sometimes they are put up to us by donors who say, “Now you go 
out and get matching funds,” and it 1s a stimulant to us to do so and 
it is a stimulant to others to make similar gifts. 

But the importance of this sort of thing to institutions such as the 
Johns Hopkins University and the hospité al is incalculable. I would 
not know—maybe you gentlemen know—what this sort of thing 
means to the Treasury. 

But just now, when there is so much emphasis on the need of edu- 
cation in this country, those of us who devote our time and effort to 
these matters, and others with more money than I have who help with 
their money, we need all the assistance we can possibly get. I would 
daresay that the amount of money that the Government would save 
taxwise by enacting this legislation would not be comparable to the 
amount that would be taken away from the many small institutions 
throughout the country as well as perhaps the few better known ones 
like the Johns Hopkins University. 

Thank you very much. 

The Cuatrman. Thank you for an excellent presentation. 

Senator Kerr. Your position is that if we pass the bill you hope 
that section 9 is deleted ? 

Mr. Barron. Well, or amended as recommended in Mr. Cothran’s 
statement; yes. That is the way we would like to see it aoe 
because it would really permit us to go back to the situation as it 
prior to the 1954 code when we could get these 10-year trust gifts. 

Senator Kerr. You would rather see it deleted ? 

Mr. Barton. We would rather see it deleted entirely. 

Senator Frear. Not the code? 

Senator Kerr. No; section 9 of the bill. 

Mr. Barton. Heavens, no. But the amendment proposed by Mr. 
Cothran in this legislation here is entirely acceptable from the view- 
point of the beneficiaries of these funds, entirely so. 

I would like to submit this statement. 
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(The statement is as follows :) 


STATEMENT BY CARLYLE BARTON, MEMBER OF THE BOARD OF TRUSTEES OF THE 
JOHNS HopKINs UNIVERSITY, SUPPLEMENTING His ORAL STATEMENT 


The inducement to generous donors to set up these charitable trusts for the 
benefit of institutions such as the Johns Hopkins lies in the fact that they can 
satisfy their desire to make a gift by making the income from the fund avail- 
able to the university over a period of years and then have the corpus paid 
over by the trustee to their children. 

Of course, the donor would no longer receive the income and he would part 
absolutely with the corpus or any control over it. The income would not be 
taxed to the donor after he had set up the trust and he would be subject to a 
gift tax on the gift of the corpus to be delivered to his children at the expira- 
tion of the period when the income is payable to the institution. However, 
this gift would be at a reduced value from a present gift to his children of the 
funds, with a corresponding reduction of the gift tax due to the fact that the 
gift would not be received in possession until after the period of years while 
the trustee is paying the income to the institution. There are tables custom- 
arily used in the courts, and I understand by the tax authorities, showing the 
reduced value of a gift to take effect in possession at a later date. 

The donor benefits by this reduction in the gift tax and this argument is used 
with generous-minded people in the effort to have them set up trusts of this 
character. 

Of course, there is no question of an estate tax involved as the donor has 
parted with ownership of the funds; nor is there any question of income tax 
because the donor no longer receives the income. 


The Cuatrman. Thank you very much, sir. 

The Chair submits for the record letters he received from Mr. Nor- 
man Sugarman, of Baker, Hostetler & Patterson, of Cleveland, Ohio; 
Mr. Barnaby C. Keeney, president of Brown University; Mr. James 


S. Coles, president of Bowdoin College; and Mr. Milton McGreevy, 
of Harris, Upham & Co., of Kansas City, Mo., all of whom express 
concern over section 9 of H. R. 8381. 

(The letters referred to follow :) 


BAKER, HOSTETLER & PATTERSON 
Cleveland, Ohio, February 4, 1958. 
Re H. R. 8381. 
Hon. Harry F. Byrp, 
Chairman, Senate Finance Committee, 
Washington, D. C. 


Dear SENATOR Byrp: In studying H. R. 8381, I have come across a provision 
which has far-reaching results that I am quite certain were not intended by the 
Ways and Means Committee and House of Representatives. I am Calling this 
to your attention because I am sure that you will want to know about any 
imperfections which can so easily occur in as complicated a bill as this one. 

The section to which I am referring is section 9 of H. R. 8381. This section, 
if enacted, would for example have the following peculiar effects : 

1. Mr. X ean obtain a charitable contribution deduction for the value of 
property he gives directly to the X foundation (an exempt charitable founda- 
tion), but no charitable deduction would be allowed if he transfers the same 
property in trust to pay all the income for 1 year of the X foundation and then 
free of trust to the X foundation. 

2. Mr. X can obtain a full charitable contribution deduction for the value of 
property transferred in trust to pay income to the X foundation (an exempt 
charitable foundation) and then free of trust to the American Red Cross. But 
if the order of the charities is reversed (i. e. to the American Red Cross first 
and X foundation second) no deduction at all is allowed. 

I doubt seriously that these results were intended or contemplated. Other 
examples could be given of equally strange results where there is a charitable 
remainder. 

Under section 170 of the present law, a donor is entitled to a charitable 
contribution deduction for the value of the interest conveyed in trust for the 
use of a charity unless the donor has a reversionary interest in the trust in 
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excess Of 5 percent of the value of the property. Section 9 of the bill seeks 
to apply the same rule where the reversion, instead of being to the grantor, 
is a remainder interest to a person closely related to the grantor. However, 
in defining such closely related person, the bill picks up the definitions in 
section 267 (b) of the code, including paragraph (9) which treats as a related 
person an exempt organization controlled directly or indirectly by such per- 
son or by members of his family. Neither the present law nor regulations 
attempt to define a controlled exempt organization. 

While the definition of a related person as including a controlled foundation 
may be justified under section 267 which disallows losses on sales of prop- 
erty to a related person, this treatment of foundations is inconsistent with 
section 170. The purpose of the present law and the amendment is to disallow 
the contribution deduction where the contributed property will come back to 
the grantor; but the use of the definition will disallow the charitable contribu- 
tion deduction for the very reason that the property will go to a charity. 

The unsoundness of denying a contribution deduction under such circum- 
stances is most evident in those cases where a transfer in trust is a substitute 
for an outright transfer to charity. In many instances a trust may provide 
the only practical way to make the charitable contribution. For example, 
property desired to be given to a charity may be subject to certain charges or 
obligations which the charitable organization is unwilling to, or cannot, assume. 
In such case the property may be irrevocably transferred in trust until the 
other obligations are satisfied (during which time part of the net income may 
be paid to or set aside for the charity) and then the property will pass free 
of trust to the charitable organization. Certainly neither the contributor nor 
the charity should be penalized under the tax law because a trust is used in 
such a case. (The amount of the deduction will, in any event, be only the 
actuarial value to the charitable organization of the interest in property so 
transferred). 

If, as a matter of policy, the Congress desires to restrict contributions or 
otherwise limit controlled foundations, then the proper place to do so would 
be in the provisions on exemption of such foundations and not through the 
peculiar route of disallowing deductions where there are charitable remainders 
to such foundations. 

It seems to me that the House could not have intended such a fundamental 
change in policy as the disallowance of deductions for charitable contributions 
because the remainder interest in property goes to an exempt charitable founda- 
tion. At least, such an important change in policy would warrant public hear- 
ings, particularly where, as in the case of this bill, such change is retroactive 
to January 1, 1957. 

The bill may be corrected to avoid the problems to which this letter is 
addressed by including in section 170 (b) (1) (E) (i), as proposed to be 
amended by the bill, a provision to the effect that in applying section 267 (b) 
for this purpose, paragraph (9) thereof shall be omitted. 

Very truly yours, 
NORMAN A. SUGARMAN. 


BROWN UNIVERSITY, 
Providence, R.I., January 28, 1958. 
Hon. JoHN O. PASTORE, 
Senate Office Building, 
Washington, D.C. 

DEAR SENATOR PASTORE: I would like to call to your attention certain pro- 
posed amendments to the Internal Revenue Code of 1954 which, if enacted, 
will be harmful not only to Brown University, but also to other universities and 
colleges as well as to hospital and church groups who receive much of their 
support from generous individuals. 

H. R. 8381, which is now before Congress, is intended to provide various 
amendments to the Internal Revenue Code. Some of these amendments are 
undoubtedly desirable, but section 9 of the bill would amend section 170 (b) (1) 
of the code and also section 267 is such a manner as materially to reduce chari- 
table deductions which are now permitted. 

For many years it has been legally possible for an individual to establish 
a trust providing that the income should be paid to an eleemosynary institution 
for a period of 10 years or longer, with the reversionary interest being paid 
Over to children or grandchildren at the termination of the charitable trust. 
Such a trust entitles the donor to a charitable deduction upon his income tax 
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return and upon his gift tax return of the commuted value of the income given 
to charity. This provides the donor with an incentive for making the charitable 
provision rather than making a direct gift, outright or in trust, only to his 
descendants. 

The 1954 Code makes possible such a trust for as short a period as 2 years, 
but generally similar in other respects to the so-called 10-year trust, provided 
the fund does not revert to the grantor. 

The proposed amendment would deny the donor any charitable deduction for 
such a trust if, after the trust period, the reversionary interest goes to the 
grantor’s spouse, ancestors, or lineal descendants. The amendment would apply 
not only to the short-term trusts made possible by the 1954 Code, but also to 
trusts where income is payable to eleemosynary institutions for 10 years or 
longer, thus imposing a very material limitation upon what has been generally 
accepted as proper tax accounting for many years. 

Many institutions are the beneficiaries of these long-term trusts and it would 
be a very serious matter if their creation in the future were discouraged by this 
proposed change in the tax situation. This type of trust has been especially 
beneficial in those situations where the founder of a family business wishes to 
make a substantial charitable gift but is unwilling or unable to sell stock of the 
family corporation. 

We have been informed that when H. R. 8381 comes before the House of 
Representatives for action, amendments will not be permitted, but when the 
bill is passed by the House and reaches the Senate it should be possible to 
bring about an amendment in such a manner as to limit the application of 
section 9 to the short-term trust and so as to permit charitable trusts to be 
established for a period of 10 years or longer with the same tax results as have 
been recognized since long before the 1954 Code. 

I will appreciate any consideration you can give to this matter when the bill 
reaches the Senate. I am writing also to the other members of the Rhode Island 
congressional delegation. 

Best wishes. 

Sincerely yours, 
BarNABy C. KEENEY, President, 


BoOwWDOIN COLLEGE, 
Brunswick, Maine, February 19, 1958. 
Hon. FrepertcK G. PAYNE, 
United States Senate, 
Washington, D. C. 


Dear SENATOR PAYNE: No doubt you are familiar with H. R. 8381, which is 
now pending in Congress. However, may I invite your particular attention to 
section 9. This section, if it is not amended in the final revision of this legisla- 
tion, will eliminate the advantage of short-term trusts which charitable institu- 
tions now enjoy. 

All institutions of learning, hospitals, and other charities are suffering from 
increasing costs of operation, and need all the support they can receive, in order 
that they may continue their work for the benefit of society. I trust, therefore, 
that in the final revision of this proposed legislation care may be taken that 
gifts to such institutions, in whatever form the gifts may be made, shall continue 
to be exempt from taxation. 

If the benefit of trusts which are irrevocable for at least 2 years cannot be 
continued, it seems desirable to preserve the advantage to charitable institutions 
of such trusts having a term of 10 years or longer. 

Sincerely yours, 
JAMEs §. Cotes, President. 





Harris, UpHam & Co., 
Kansas City, Mo., January 20, 1958. 
Hon. STUART SYMINGTON, 
Senate Office Building, 
Washington, D. 0. 


Dear SENATOR SyMINetTon: I wish to call to your attention certain proposed 
legislation which, if enacted, will be harmful to many universities and colleges, 
and also hospital and church groups who receive much of their support from 
generous individuals. 

There is a bill before Congress, H. R. 8381, which is intended to provide various 
amendments to the Internal Revenue Code of 1954. Some of these amendments 
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are undoubtedly desirable but section 9 of the bill would amend section 170 
(b) (1) of the code and also section 267 in such a manner as materially to 
reduce charitable deductions which are now permitted. 

For many years, it has been legally possible for a generous individual to 
establish a trust providing that the income should be paid to an eleemosynary 
institution for a period of 10 years or longer, with the reversionary interest 
being paid over to children or grandchildren at the termination of the charitable 
trust. Such a trust entitles the donor to a charitable deduction upon his income- 
tax return and upon his gift tax return of the commuted value of the income 
given to charity. This provides the donor with an incentive for making the 
charitable provision rather than making a direct gift, outright or in trust, only 
to his descendants. 

The 1954 Code makes possible such a trust for as short a period as 2 years but 
generally similar in other respects to the so-called 10-year trust provided the 
fund does not revert to the grantor. 

The proposed amendment would deny the donor any charitable deduction for 
such a charitable income trust if, after the charitable-trust period, the reversion- 
ary interest goes to the grantor’s spouse, ancestors, or lineal descendants. The 
amendment would apply not only to the short-term trusts made possible by the 
1954 Code but also to trust where income is payable to eleemosynary institutions 
for 10 years or longer, thus imposing a very material limitation upon what has 
been generally accepted as proper tax accounting for many years. 

Many institutions are the beneficiaries of these long-term trusts and it would 
be a very serious matter if their creation in the future were discouraged by this 
proposed change in the tax situation. This type of trust has been especially 
beneficial in those situations where the founder of a family business wishes to 
make a substantial charitable gift but is unwilling or unable to sell stock of the 
family corporation. 

We have been informed that when H. R. 8381 comes before the House of 
Representatives for action, amendments will not be permitted, but when the 
bill is passed by the House and reaches the Senate, it should be possible to bring 
about an amendment in such a manner as to limit the application of section 9 to 
the short-term trust and so as to permit charitable trusts to be established for a 
period of 10 years or longer with the same tax results as have been recognized 
since long before the 1954 Code. 

I am bringing the matter to your attention and hope you will have it in mind 
when the bill reaches the Senate. 

Yours very truly, 
MILTON MCGREEVY. 


The Carman. Mr. Warner, will you proceed ? 


STATEMENT OF STURGIS WARNER, WASHINGTON, D. C., APPEARING 
ON BEHALF OF YALE UNIVERSITY 


Mr. Warner. My name is Sturgis Warner, I am a lawyer here 
in Washington, and I am appearing because Yale University, of New 
Haven, Conn., has asked me to point out the effect on schools and col- 
leges of proposed section 9 of the Technical Amendments Act in its 
present form. 

Mr. Cothran and Mr. Barton have, it seems to me, covered the basis 
pretty thoroughly, and I would like to add simply some observations 
that will supplement the record, and will I think help the committee 
in its consideration. 

In the first place, on section 9 there were no hearings on the bill, 
Section 9 was written in after the House committee, so it is appro- 
priate to make a fairly complete record at this time. 

Now, yesterday Mr. Smith on behalf of the administration, com- 
mented, ‘and some members of this committee were commenting, on 
the general nature of the Technical Amendments Act as an act to cure 
and take care of gimmicks which have developed over the years. 


22196—58 —11 
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We should make perfectly clear that section 9 in its present form 
would eliminate a deduction which has been available for over 30 
years, and as such it is ory not a gimmick that we are talking 
about, or a matter of accidental oversight in the draft of the 1954 
Revenue Act. 

Now, Mr. Cothran has suggested an amendment. We believe that 
an amendment along those lines will meet substantially the problems 
which are faced both by the colleges and schools and by the Govern- 
ment. 

We believe that if section 9 is amended as Mr. Cothran has sug- 
yested—I have not checked the exact wording—but substantially as 

e suggested, so that the section will apply only to the short-term 
trusts, or of less than 10 years duration, the loophole which we believe 
is bothering the Treasury and the Ways and Means Committee will 
be closed, and at the same time if Congress adopts this amendment, 
the deduction which is now available in connection with long-term 
trusts of more than 10 years will continue to be available as a stimu- 
lus to charitable giving to the schools and universities of the country. 

Now, these long term trusts, these 10-year or more term trusts, are 
of substantial help to educational institutions. Their advantage is 
that the school gets an irrevocable commitment of funds over the 
period of the trust, and it can really count on having the money 
come in over a period, so that the school can undertake construction 
of a building or some other project which takes time to complete. 
This method is obviously preferable to financing construction on a 
hand-to-mouth basis by annual money drives. 

When a taxpayer sets up an irrevocable term trust of from 10 to 
20 years duration with all the income going to a college or a church 
for that period, he is transferring to charity a substantial chunk of 
income for a substantial period of time. He ought to get a charitable 
deduction. He has been entitled to such a deduction under the law 
for over 30 years. 

Section 9 as it is written now would deny him that deduction if, 
after the term of the trust were over, the principal went to the donor’s 
son or daughter or wife, although he would get the deduction if the 
principal went to his nephew or to his brother. 

The long-term trust arrangement is helpful, particularly where— 
and Mr. Cothran has presented this very well—the taxpayer’s assets 
are tied up in a family business so that he is not in a position to give 
the school and the church an outright gift of stock in a publicly held 
corporation. 

Let’s look at these long-term trusts as they benefit or may benefit 
Yale University specifically. I am anticipating Senator Kerr’s ques- 
tion. At the present time Yale is the beneficiary of two of these long- 
term trusts, they yield small amounts of income—no; as a matter of 
fact, they are substantial, they yield $10,000 a year or sums of that 
order—but in addition there are pending proposals for other trusts 
like it. 

For instance, until section 9 of this bill was introduced, a generous 
would-be donor was in the process of arranging some similar trusts 
which would run for Yale’s benefit for a period of 10 or 15 years, the 
income of which was going to be used to build Yale a much-needed 
scientific laboratory. 
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Now, this is a specific case of where the introduction of section 9 has 
stopped that transaction at the moment. 

Now, Yale ought to be able to build that laboratory, and it ought 
to be possible to set up the trusts to take care of it, but if section 9 
were to stay in its present form, that source of money to build that 
much-needed laboratory would disappear. 

Now, Yale is only one college which would be adversely affected by 
section 9 if it is enacted in its present form. We have no way of esti- 
mating accurately the effect of the present section 9 on each of the 
educational institutions in the country. But one thing is clear. See- 
tion 9 in its present form will reduce substantially the opportunities 
for making contributions to private schools and colleges. 

Now, at the present time about 45 per cent, nearly half, about 45 
percent of all college students in this country are enrolled in privately 
controlled colleges. And it is only because of the existence of chari- 
table deductions that these private colleges and universities can grow 
or even exist in this country today. 

At any time that Congress eliminates or cuts down a form of chari- 
table deduction which was previously in use in connection with gifts 
or schools, it means that somewhere some much needed schoo] build- 
ing or a laboratory may not get built, or that some teacher may not 
get a much needed raise. 

Now, the job which lies ahead for these schools, both private and 
public, is a big one. There are more than 3 million people enrolled 
in colleges throughout the United States at the present time, and these 
colleges are jammed. All the people that will be in college in the next 
16 years or so have now been born. One look at the census figures 
which are available today will give us an idea of the terrific pressures 
that the schools and colleges will be facing. 

These are not simply pressures to expand in size. These schools 
must also expand and improve in quality in order to help the Nation 
meet the critical problems of the future. 

It will take a lot of money. We have heard Mr. Barton about the 
program of Johns Hopkins. Yale alone in the next 10 years must 
‘aise over $100 million of capital funds. Now, the sources have got 
to be private, as we are talking about private colleges. Other schools 
and colleges are in the same boat. 

Now, one method of raising funds that Yale and other schools 
and colleges would like to continue to have available for this stagger- 
ing job is the long-term trust arrangement. If section 9 of the bill is 
modified in the way that Mr. Cothran has proposed, so that it would 
apply only to the short-term trust of 2 to 10 years duration, we feel 
that this would not hurt seriously the fen beta operations of 
schools and colleges. 

At the same time we believe that section 9 when modified in this 
manner will accomplish substantially the purposes which the Treasury 
and the House of Representatives have in mind. 

Now, this amendment that Mr. Cothran has introduced or sug- 
gested refers to a 10-year limitation. And in connection with that 
amendment, there is nothing magic obviously about the 10-year period 
which we have proposed. It could be a longer period, but the 10-year 
period appears proper, because it is the same as the period that is used 
in section 673 (a), and which in turn reflects a period recognized for 
some years by the courts. 
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The Cuarrman. You approve of the Cothran amendment ? 

Mr. Warner. Yes, I think it will do the trick and close a loophole. 
I should say, however, that section 9 in its present form goes beyond 
the basic purpose of the bill—that is, picking up the loopholes and 
making technical changes—because it wipes out this trust arrange- 
ment which has been in use for over a third of a century. 

If, however, section 9 is modified, as Mr. Cothran has suggested, it 
will take care of a technical problem which has in fact arisen only 
because of the 1954 act, that is, the problem of deduction in connec- 
tion with the 2-year charitable trusts under section 673 (b). But in 
its present form, gentlemen, section 9 is bad for schools and colleges, 
it is bad for Yale, it is bad for private education in general, and we 
urge respectfully that you amend it in the manner that has been 
requested, and we also ask for leave to file with this committee a sup- 
plementary statement. 

The Cuarrman. Thank you very much, Mr. Warner. Are there 
any questions ? 

Senator Doveras. I am trying to understand the present provi- 
sions, apparently section 673 (b) is controlling, is that true? 

Mr. Warner. 673 (b), sir, relates to 2-year trusts 

Senator Dovetas. That is what prevails now? 

Mr. Warner. We are talking a about the long-term trust. 

Senator Douetas. I understand. But do you want to legitimatize 
the present provisions of the 2-year trust ? 

Mr. Warner. Perhaps, Senator Douglas, the way to handle this is 
to give out a worksheet which will show to all the members of the 
committee what we are talking about. 

Senator Doveias. What I am trying to get at is this- 

Mr. Warner. We are talking only about a—— 

Senator Doveras. As I understand it now, a deduction is permitted 
if the charitable institution receives the income for 2 years, and then 
the heirs receive it after 2 years. 

Mr. Warner. As it stands now, the income in a 2-year trust is 
excluded from the grantor’s income. 

Senator Dovatas. That is, it is not taxable. 

Mr. Warner. Not taxable. There is a deduction 

Senator Doueias. And then after the 2 years the income is received, 
is that taxable to the recipient’s income? 

Mr. Warner. Yes, when the trust is over, the corpus goes into the 
recipient’s property, and it is taxed, the recipient or the children are 
taxed on the income, yes; that is correct. 

Senator Dovctas. But there is no estate tax ? 

Mr. Warner. There is a gift. 

Senator Doveias. Which is exempt from the inheritance tax? 

Mr. Warner. No, there would be a gift tax applicable. 

Senator Dovetas. But not an inheritance tax. 

Mr. Warner. I think I had better study that one and submit a sup- 
plementary statement. 

Senator Doveras. The point I want to make is that the period 2 
years is not a very long period. 

Mr. Warner. That is right. 

Senator Dovenas. And there is always the danger that you will 
sprinkle a little holy water over these transfers and will legitimatize 
tax avoidance. 
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Mr. Warner. We are not suggesting that this be exempt——— 

Senator Doveras. That is what I am trying to find out. Are you 
standing on the 2-year provision ? 

Mr. Warner. No; we are talking entirely in terms of 10 years and 
longer. 

lf the Senator will refer to this table here, we are talking about 
charitable deductions to the donor of the trust. We have set up this 
table in 2 horizontal columns, 1 relating to trusts for 10 years or more, 
and 1 relating to trusts for 2 to 10 years. 

Senator Doveras. Mr. Chairman, I ask that this exhibit be made a 
part of the record. 

The CuarrMan. Without objection this table is made a part of the 
record. 

(The table referred to is as follows :) 


CHARITABLE INCOME TRUSTS 


A comparison of income tax effects under the Revenue Codes of 1939, 1954, 
H. R. 8381 as it passed the House and H. R. 8381 with the proposed 10-year 
amendment. In each case below, the taxpayer sets up a trust under which in- 
come is payable for a term of years as stated, with the reversionary or remainder 
interest as stated, and the grantor having no power, directly or indirectly to 
alter, amend, terminate, or control the trust. Both the 1939 and 1954 codes 
provide a deduction against income for gifts “to or for the benefit of” a charity, 
ete. 





Income taxable to grantor? Charitable deduction? ! 
H. R. 8381 H. R. 8381 
H. R. 8381 with H. R. 8381 with 
1989 | 1954 | as passed | proposed | 1939 | 1954 | as passed | proposed 
code | code | House 10-vear | code | code | House 10-year 
amend- amend- 
ment ment 
Trust for 10 years or more: 
A. Reversion to grantor 
(1) Income tononcharity_| No No..| No oh ica As 
(2) Income to charity No..| No..| No-.. No..-. Yes_} No..| No... No. 
B. Remainder to grantor’s 
family: 
(1) Income to noncharity.; No..| No._| No-. No-_. A 
(2) Income to charity - - No..| No_.| No No... Yes Yes_| No_. Yes, 
C, Remainder to persons other 
than grantor or immediate 
family: 
(1) Income tononcharity.| No..| No_.| No No... | 
(2) Income to charity....| No..| No-_.| No-. No.. Yes_| Yes.| Yes... Yes. 
Trust for 2 to 10 years: 
D. Reversion to grantor: 
(1) Income to noncharity Yes_| Yes_| Yes... Yes... 3% 
(2) Ineome to charity ..| Yes.| No..| Noz.....| No.... No?_| No_.| No .....| No. 
E. Remainder to grantor’s 
family: | 
(1) Income to noncharity_| No_.| No_.| No-. No.. 
(2) Income to charity....) No..| No..| No.. No N Yes.| No... N 
F, Remainder to persons other 
than grantor or immediate 
family: 
(1) Income to noncharity.| No No..| No... No.. 7 : 
(2) Income to charity....| No..| No .| No-- No_. No?_!| Yes.| Yes.....| Yes. 


1 The charitable deduction is the present value of the future income 
2A deduction was allowed under 1939 code in each year to the extent that the income was taxed to the 
grantor; exactly as if the grantor had never set up a trust, 


Mr. Warner. You notice that I have circled two groups of answers 
in the right hand column here. 

Section 9 in its present form has this effect—and referring to the 
upper group here—section 9 would have the effect of denying to the 
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donor a charitable deduction with respect to the computed income 
when the donor sets up a trust for 10 years with the income going to 
a college, and when at the end of that period the corpus of the trust 
goes to his wife or to his children. 

Now, that is the upper group here. 

Now, section 9 in its present form changes the provisions which 
have been in existence for years. This has ‘been an allowable dedue- 
tion for years. We think that is a mistake, to deny that deduction 
with respect to trusts of the group which are mentioned here in the 
upper part of the table, the long-term trusts. 

With section 9 as it now exists, it would deny the deduction, not 
only for the long-term trusts but also for the short-term trusts, from 
2 to 10 years. 

We have no objection to that part of that provision with respect to 
2 to 10 years. We feel that with respect to the long-term trusts the 
donor should get a deduction. This is all we are talking about. 

In other words, we go along with H. R. 8381, section 9, with re- 
spect to the short-term trusts. We feel on the long- term trusts the 
onors should get a deduction, and that is all we are talking about. 

Does that help you, sir? 

Senator Doveias. Yes, very much. 

I want to ask this further question. What about the inheritance 
tax? 

Mr. Warner. Well, let’s see now 

Senator Doveias. This apparently is gaged in terms of the income. 

Mr. Warner. We are talking purely in terms of an income deduc- 
tion. 

Senator Doveras. What is the present law? Would amounts con- 
veyed under a reversionary trust be deductible from property passed 
on by death? 

Mr. Warner. I will have to do some homework on that, Senator. I 
will include that in the statement. 

The Cuarrman. If you have a memorandum it will be inserted. 

Mr. Warner. Yes. 

(The following letter was later received for the record :) 

Jones, Day, CocKLey & REAvIS, 
Washington, D. C., February 28, 1958. 
Re section 9 of H. R. 8381, the Technical Amendment Act of 1957. 


Senator HArry FLoop Byrp, 
Chairman, Senate Finance Committee, 
Senate Office Building, Washington, D. CO. 


Deak SENATOR Byrd: Thank you for your courtesy in permitting me to 
testify before your committee on February 26 on behalf of Yale University, 
in connection with the proposed section 9 of the Technical Amendments Act, 
H. R. 8381. 

During the course of the testimony, Senator Douglas asked a number of 
questions with regard to the estate-tax implications of the term trust arrange- 
ments which were under discussion in connection with the above-mentioned 
section 9. I wanted to be sure that Senator Douglas received adequate answers 
to his questions, and that the answers include reference to specific sections of 
the Internal Revenue Code. I was somewhat handicapped in answering his 
questions during the hearing, because the questions which he raised do not 
actually relate to section 9 at all, and I did not have the statutory references in 
my mind at the moment. Section 9 does not relate to estate or inheritance tax 
problems, and in no way affects the estate-tax situation. I trust that the fol- 
lowing information, which I am filing in order to supplement my testimony 
in accordance with the permission which you granted me at the hearing, will 
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provide Senator Douglas with the material which he needs in order to set his 
mind at rest with regard to the estate-tax implications of these term trusts. 

As our basic example, let us assume that the taxpayer establishes an irre- 
vocable trust of stocks or other property having a value of $100,000. He pro- 
vides in the trust that the income from the property shall go to an educational 
institution for a 15-year period, and that after the 15-year period has run, the 
property will go to the grantor’s children. 

As I understand it, Senator Douglas wants to be sure that the remainder which 
goes to the children after the 15-year period will be subject to the Federal estate 
tax. As I see it, the Senator may rest assured that this remainder is in fact 
taxed, either by the gift tax or by the estate tax or sometimes by both; in order 
to spell out the matter more thoroughly, however, here is an outline of the 
way in which the taxes would fall, as I see it. 

As a result of setting up this irrevocable trust, the taxpayer has made a gift 
of a remainder interest to his children. This is a taxable gift, and as a result, 
the taxpayer becomes liable for a Federal gift tax, on the value of the remainder 
at the time of the gift. Because the remainder is probably a future interest, 
as defined in the IRC, section 2503 (b), the taxpayer would not be entitled even 
to the annual $3,000 per capita exclusion otherwise available under the gift 
tax law. 

If the taxpayer then dies within 3 years after he bas made this taxable gift, 
IRC, section 2035 (b) then creates a statutory presumption that the gift was 
made in contemplation of death, and the burden of proving the gift was not 
made in contemplation of death will fall upon the estate. Senator Douglas was 
interested in the problem of proof in connection with what constitutes “con- 
templation of death.” This is a somewhat complicated matter, as suggested 
yesterday by a later witness, but the matter is covered generally by Treasury 
Regulation 105, section 81.16 (a) and the cases decided thereunder. 

If the gift is established as having been made in contemplation of death, the 
value of the remainder at the time of the taxpayer’s death will have to be 
included in his gross estate for purposes of computing the Federal estate tax. 
The estate does get a credit for the gift tax which has been already paid on the 
gift, but since the estate tax rates are higher than the gift tax rates, this 
means that the gift of the remainder to the children may again be subject to 
tax as a result of the donor’s death. If the donor dies more than 3 years after 
making this gift in trust, the gift is ruled by IRC, section 2035 as not having 
been made in contemplation of death. The gift in such a case is subject to the 
gift tax only and not to the estate tax also. 

I believe that the above general statement covers the precise points which 
Senator Douglas raised during the course of the hearing. In order to be sure 
that he has a comprehensive picture, however, I think it well to point out also 
the effects of the estate tax and the gift tax in a second and third type of 
situation. 

The second situation is the one that arises if a taxpayer, instead of estab- 
lishing a long-term trust during his life, establishes one by the terms of his will, 
and then dies. The value of the remainder going to his children would be subject 
to the Federal estate tax. (Actually, what happens is that the whole amount 
of the property which is put into the trust by the will is included in the gross 
estate, but the commuted value of the income to charity is deducted from the 
gross estate pursuant to IRC, section 2055, leaving the balance, which is the 
remainder to the children, subject to the estate tax itself.) 

The third situation which is worthy of mention arises when the taxpayer 
during his lifetime establishes a term trust with income to charity and a 
reversion to himself after the term period. (This kind of trust is, of course, in 
no way involved in the sec. 9 problem, because the taxpayer in such a case is 
already denied a deduction against income by reason of IRC, 170 (b) (1) (D).) 
In the case of such a trust, with a reversion, there is no gift tax involved, 
because the donor is not making a gift of the reversion to himself, and the gift 
to charity is not subject to tax. If, however, the taxpayer dies at any time 
before the term of the charitable trust has expired and before the principal 
has reverted to him, and regardless of whether or not the gift was in con- 
templation of death, the value of the reversion as of the time of his death will 
be included in his gross estate for purposes of computing the Federal estate 
tax pursuant to IRC, section 2033. 

Senator Douglas was particularly interested in getting information about the 
estate-tax aspects of the short-term trusts which can be set up for 2 to 10 
years’ duration under IRC, 673 (b). As I see it, the estate- and gift-tax prob- 
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lems in such cases are just the same as for the long-term trusts, except that the 
contemplation of death problem will always be present if the trust is for less 
than 3 years and the donor dies before the trust expires. 

I trust that the above statements of general principles will set Senator Doug- 
las’ mind at rest with regard to the estate- and gift-tax aspects of these term 
trusts. These aspects are not, of course, actually involved in connection with 
section 9, because that section relates to deductions for income-tax purposes. 

Thank you again for your courtesies at the hearing. We urge again that the 
Senate modify the proposed section 9 in the manner which I and other wit- 
nesses suggested during the testimony. Without further stressing the points 
raised during the hearing, it is a matter of fundamental importance to private 
education today that this recommended change in section 9 be incorporated into 
the Technical Amendments Act. 

I am sending a copy of this letter to Senator Paul Douglas for his information 
and files. 

Sincerely yours, 
STURGIS WARNER. 

The Cuarrman. Are there any further questions? 

Thank you very much, Mr. Warner. 


The next witness is Mr. Clinton Davidson of Bernardsville, N. J. 


STATEMENT OF CLINTON DAVIDSON, BERNARDSVILLIE, N. J. 


Mr. Davinson. My name is Clinton Davidson. My residence and 
office address is box 35, Bernardsville, N. J. 

In appearing before you I represent four small religious colleges, 
namely, George Pepperdine College of Los Angeles, Calif. ; Harding 
College of Searcy, Ark.; Abilene Christian College of Abilene, Tex.: 
and Northeastern Institute for Christian Education of Philadelphia, 
Pa. 

I wish to discuss part of section 9 of H. R. 8381. To avoid possible 
confusion, I should mention that, as you gentlemen know, I write a 
column entitled, “This Week in W ashington With Clinton Davidson,” 
which is carried by 803 newspapers, lar gely but not exclusively weekly 

newspapers. I am here today, however, solely for the purpose of 
representing the four colleges just mentioned. 

It will not be possible to present a complete technical discussion of 
this subject in the 10 minutes allotted me so I am delivering two tech- 
nical memoranda prepared by Henry L. Wheeler, Esq., of Madison, 
N. J. 

It is generally conceded that, if section 9 is enacted, it will reduce 
contributions primarily to churches, colleges, and hospitals. Also 
that its enactment would have very little, if any, effect upon the Gov- 
ernment’s revenue. 

Some of the effects that may result from this remarkable section 
are, to express it mildly, startling. For example, if an individual 
created a trust giving income to the Methodist Church and principal 
to his wife, the grantor receives no religious tax deduction, but, if 
while giving the income to the Methodist Church he provides that the 
principal will go to his mistress instead of to his wife, there is a re- 
ligious tax deduction. 

We oppose this section because it reduces the incentive to make gifts 
to churches, religious colleges, and hospitals. It seems rather strange 
that under this section there would be an incentive, that is, a tax sav- 
ing, if the principal went to the mistress of the grantor of the trust 
and no incentive if it went to his wife. The religious colleges that I 
represent do not wish to encourage such an idea. 
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To illustrate this principle further, we shall Suppose that a widower 
who has 2 children marries a widow who has 2 children. He creates 
a trust giving the income to the Methodist Church and giving the 
principal to his own children. Under this provision he “could not 
deduct the gift to the Methodist Church from his taxable income, but 
if the principal went to his wife’s children instead of his children, 
then he could deduct from his taxable income the income that was 
given to the Methodist Church. 

We believe that the Revenue Code already contains enough incon- 
sistencies and we do not favor bringing about the two situations 
quoted above unless it is necessary to do so to save revenue. In just 
a moment I shall show that it is not necessary. 

This section is retroactive to December 31, 1956. That is its worst 
feature. A taxpayer who created a trust 13 months ago, giving in- 
come to the church, would take a dedeuction in his tax return for 
last year’s income. Probably more than 90 percent of the large con- 
tributions would not have been made if the incentive of tax saving 
had not been there. 

Under section 9, however, the man who made the gift of income to 
the church 13 months ago will have the tax saving he counted upon 
canceled if the prince ipal of the trust went to his w ife, but it would not 
be canceled if the principal of the trust went to his mistress. Tying 
a retroactive penalty on good deeds created more than a yéar ago into 
the circumstances just described is, I hope, too much for this com- 


mittee to swallow. 
Now, may I have a few minutes to explain the section in general? 
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Generally, if an individual creates an irrevocable trust, the income 
is not taxed to him. Also, if income from the trust goes to charity, 
the donor has a charitable tax deduction. This situation has existed 
for many, many years, probably since 1913 


UNDER SECTION 9 


If the principal of the above trust goes to members of the family, 
the income still is not taxed to the doncr, but if income goes to charity, 
there is no charitable tax deduction. The charities are penalized 
merely because the plincipal passes to the donor’s family. 

If any of you gentlemen wish to make gifts to members of your 
family and to charity, I see nothing sinful about it. I think that 
such ideas should be commended. Section 9, however, says that if 
you want to make gifts to your family, that is okay, but if you bring 
in charity at the same time by giving the income to charity, both you 
and the charity will be penalized. The tax-deduction incentive will 
be withdrawn. 

I understand that section 9 originated because someone created a 
trust giving income to charity for 2 years with principal reverting 
to the grantor at the end of 2 years and that, although the property 
he donated produced no income, the grantor took a taxable deduction 
against his taxable inc ome. 

“We believe that the Treasur y already has authority to deny such a 
misuse. I refer to the case of Minnie FE. Deal v. Commissioner (Jan- 
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uary 29, 1958, 29 T. C.). Also, if the Treasury wishes specific legis- 
lation against such misuse, it can be provided without destroying the 
entire charitable incentive. 

As they say out in the country where I live, “It is not necessary to 
burn down the barn to kill a few rats.” Or, “It is not good medicine 
to cut off a man’s head because he has corns.” If the Congress wishes 
to put in a requirement that income must be paid to charity for at 
least 10 years to be deductible, we have no objections, nor would we 
object if the deduction applied only to gifts to churches, colleges, 
and hospitals. 

I should like to make clear, however, that I am not discussing trusts 
which revert to the donor. That subject was discussed before the 
Ways and Means Subcommittee and will probably be discussed here 
by others. I am discussing a subject which has always been funda- 
mental in our tax law, namely, that if a man makes a gift and com- 
pletely divests himself of both principal and income, the income is not 
taxable to him and the part that goes to churches is deductible, within 
certain percentage limitations. 

Section 9 changes this fundamental principle, with no hearings 
having been given to the subject and the public was not informed 
until May 1957 (after the hearings were closed) and yet this drastic 
fundamental change is made retroactive to January 1, 1957, about 
5 months before the taxpayer could have secured any knowledge of 
it. During that period millions of dollars were given away irrevo- 
cably. Do you not think that this retroaction is completely without 
justification ? 

President Eisenhower, recognizing the financial needs of educa- 
tional institutions, has just recommended making available more than 
$1 billion of taxpayers’ money, but none of it goes to the type of 
colleges L represent. Our institutions do not have hundreds of millions 
of dollars of endowments. They are engaged in a hand-to-mouth 
fight for existence. Is it not inconsistent to dish out over a billion 
dollars of taxpayers’ money to a limited group of colleges and at the 
same time destroy an incentive to provide gifts to the smaller colleges, 
just because in 2 instances 2 individuals misused 1 of the provisions ? 

Let us suppose that under the present law an individual completely 
divests himself of certain property, giving half of the income to char- 
ity for 5 years and all other income to Sis son, with the remainder 
interest in the property to his grandchildren. Obviously, none of the 
income would be taxed to the grantor. And just as obviously, the gift 
to charity would be deductible by the grantor against his taxable 
income. The present law recognizes that there should be an incentive 
to encourage gifts to churches, colleges, and to hospitals. 

Section 9, however, would deny the deduction by the grantor of the 
charitable gift. Remember that the grantor has semaplatabe divested 
himself of both principal and income and that, even under section 9, 
none of the income would be taxable to him. Section 9 does not tax 
the grantor on his income or his property that he has given away. It 
does not deny that the income is no longer the grantor’s. It penalizes 
the churches, colleges, and hospitals by taking away from them one 
of the incentives that has kept their doors open. 

For many, many years Congress has deliberately and rightly pro- 
vided an incentive to encourage gifts to such institutions. Several 
years ago they provided a special incentive (10 percent additional) 
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for gifts to churches, colleges, and hospitals. If section 9 is enacted, 
the churches, colleges, and hospitals will find that Congress, under 
some circumstances, has tied a string to this benefit and is now taking 
it away from them, even where the donor has completely divested him- 
self of both principal and income, and, worst of all, section 9 says we 
will make this effective retroactively for more than 13 months. 

Since the arrival of the sputniks and ICBM’s, every newspaper in 
the country has been saying that we have not spent enough for missiles 
and education. No one could think of passing a law to take effect 
for more than 13 months retroactively, recalling funds that have al- 
ready been spent on missiles and reducing such appropriations for the 
future. Why, therefore, should we do such a thing to education? We 
should be increasing incentives for gifts for education. How can we 
possibly afford to go back and penalize people because they made gifts 
to education more than 13 months ago ¢ 

I am sure that all of you have heard of the Italian who put a sign in 
his fruit store: “If you musta pincha da fruit, pincha da coconuts.” 

Gentlemen, if you musta pincha somebody, please do not pinch 
churches, colleges, and hospitals, that is, please do not enact section 
9 because it will result primarily in pinehing the finances of churches, 
colleges, and hospitals. 

(Additional material submitted by Mr. Davidson is as follows :) 


CONSIDERATION OF THE “DOUBLE BENEFIT LOOPHOLE” INTENDED To BE BLOCKED 
BY SECTION 9 or H. R. 8381 


The sole purpose of this memorandum is to explain why it is, that, from a 
practical point of view, the “double benefit’ envisioned in the comment contained 
in the report of the Committee on Ways and Means to accompany H. R. 8381, 
is nonexistent. 

It is, of course, true, as is stated in the report, that the donor, who gives in- 
come of a trust to charity for a term and who gives all other income and ulti- 
mately all principal to members of his family, has the benefit of excluding the 
trust income from his income under section 673 and at the same time is entitled 
to a deduction for his charitable contribution under section 170 (b) (1) (D). 

To treat the fact, that the donor may effect the exclusion of the income from 
his own income and take the deduction for a charitable contribution at the same 
time, as an undue advantage, taken at the expense of the Treasury, is to per- 
mit words, the “double benefit,” which are without substance, and entirely dis- 
associated from reality, to control the methods of taxation. 

As is demonstrated in the writer’s memorandum, of December 30, titled 
“Memorandum Concerning Section 9 of the Proposed Technical Amendments 
Act of 1957,” the charitable deduction is necessary to the donor, who is giving 
income to charity, in order to give him equality with the donor who wishes to 
give principal outright. 

It follows that, the draftsmen of section 9 of H. R. 8381, have ignored sub- 
stance and have substituted for reality the concept of a “double benefit,” to the 
grave disadvantage of charity and, quite possibly, to the disadvantage of the 
Government’s revenues. 

Let us consider the strongest argument that can be made for the impropriety 
of the double benefit. It is this: 

What the donor gives to charity is income. If he is in an 87 percent tax 
bracket, he is giving to charity dollars of income, which the the income-tax law 
converts into 13-cent dollars if the donor keeps them. However, if he gives these 
same 13-cent dollars to charity they are treated as dollars for full value in 
computing the deduction for the donor’s charitable contribution. 

This statement is true. It cannot be permitted, however, to imply, as it quite 
naturally does, that there is a double bite into the Government’s revenues. That 
implication is untrue. The fact is that the donor, who gives income to charity, 
realizes 2 benefits from 1 transaction, because the nature of the single trans- 
action, the creation of the trust, is such that it combines 2 benefits, which any 
donor, who creates a trust and gives outright to charity separately, takes as 2 
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separate benefits. By creating the trust the donor removes the income on the 
assets, given to the trust, from his own income. By making an outright gift to 
charity he deducts the gift from his own income. Incidentally the donor, who 
makes the outright gift, removes from his own income on an amount equal to the 
net cost of his gift to charity. 

The removal of the income of the trust’s assets from the donor’s income is not 
the result of a gift to charity. It results from the creation of the trust without 
regard to the nature of the beneficiaries, whether charities or individuals, or 
both. The fact that members of his family are the beneficiaries and that the 
remaindermen are members of his family does not make the income taxable to 
him. 

But, by giving the income on the assets, placed in the trust, to charity the 
donor is not only removing that income from his own income by converting it 
into trust income, he is also diverting it from himself and his family to charity. 
Obviously, this diversion will not be made by any informed donor, unless that 
diversion is given recognition as a charitable contribution. 

The double benefit results in normal course from 2 phases of 1 transaction: 
first, the creation of the trust, and, second, the gift to charity. Both of these 
benefits are necessary in order that the gift of capital and the gift of income 
may be kept on an even basis.’ 

If section 9 is enacted to discriminate against the gift of income, the double 
benefit is still available to the donor. He may make an outright gift to charity 
and simultaneously create a trust for his family. 

As long as it is the Government’s policy to permit a deduction for charitable 
eontributions and to treat the income of a trust, created for the family of the 
donor, as removed from the donor’s income, if the donor retains no reversionary 
interest whatsoever, it may be said that there is a double benefit available to 
the donor. To call this a double benefit is a misnomer. There are two separate 
benefits, each of which will exist, as long as charitable contributions are de- 
ductible and the owner of property may divest himself of income by creating 
a proper trust to effect the exclusion of the trust income from his own. 

Until Congress is prepared either (1) to deny the deduction for charitable 
contributions in all cases or (2) to declare that an owner of property may not 
exclude the income on property from his own by giving the property in trust 
for the benefit of members of his family, there will be two separate benefits avail- 
able to every donor who is prepared to create such a trust. 

To deny either of these benefits in one particular type of case (the case in 
which the donor gives income of a trust to charity) is to inject an inconsistency 
into the law, which will not close a loophole but which will deprive charity of 
a most efficient means of raising funds. 

Double benefit is no more than a phrase, which is as unsound as it is stimu- 
lating. It connotates a raid on the revenues, a larceny now inadvertently given 
protection by law. It implies that the donor in an 87 percent income-tax bracket 
will realize a saving of 87 percent from the exclusion of the income of the trust 


1A sharp differentiation must be made between the gift of income with the reversion 
retained by the donor and the gift of income with the remainder passing to the donor’s 
family. ‘The difference lies in these two facts: 

First, the donor who gives to a trust for his family may exclude the trust income from 
his own and may cause the income to be accumulated for his family and to be taxed, as 
trust income, at low rates, to the extent that the 5-year throwback does not apply. 

Second, the donor, who establishes a trust to accumulate income for himself, cannot 
avoid paying the tax upon that income. 

This difference is the reason that, as appears from the memorandum of December 30, 
the donor, who creates a trust for his family, finds that it makes little difference under 
present law, whether he makes an outright gift, or a gift of income, to charity, while 
the donor who provides only for himself would find, that, if he were allowed to take the 
charitable deduction for his gift of income, the cost of his gift basically would be the 
amount of his gift less twice his income tax on an amount equal to the gift, so that, if 
he is in a tax bracket of more than 50 percent, he would realize a profit from the gift. 

This is why it is sound for section 170 (b) (1) (D) to deny the charitable deduction 
to the donor who retains a reversionary interest. Although the treatment of a reversion 
worth 5 percent as the equivalent of a complete reversion, may be open to some criticism, 
it has justification on the theory that it should be only where the donor completely divests 
himself of principal that he should have the benefit to the charitable deduction. Other- 
wise there is a chance that by giving the charity he may realize for himself more than he 
could, if he retained the capital and made no gift to charity. In that case the Treasury 
— be foregoing two income taxes upon the donor’s income in respect of each gift to 
charity. 

It is absurd, however, to deny to the donor, who creates a trust for charity and his 
family, the charitable deduction for his gift of income, merely because that deduction 
i eae by present section 170 (b) (1) (D) to the donor, who seeks only a profit for 
himself. 
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from his own income and a second saving of 87 percent from his deduction for 
the charitable contribution. This is a total saving equal to 174 percent of what 
is given to charity. The net profit from the transaction appears to be 74 percent 
after deduction of the amount of the charitable gift. 

So viewed, section 9 of H. R. 8381 has the appearance of being one of the 
first sections of that bill which should be enacted to protect the revenues. 

The fact is, however, as appears in the writer’s memorandum of December 
80, 1957, and as appears above, that section 9 does not close a loophole and does 
not provide any substantial proection to the revenues. On the contrary, in 
most cases it may decrease the revenue by encouraging the coupling of outright 
gifts to charity with the creation of trusts of securities with high yields. 

Henry L. WHEELER, Jr. 


DECEMBER 30, 1957. 


MEMORANDUM CONCERNING SECTION 9 OF THE PROPOSED TECHNICAL AMENDMENTS 
Act OF 1957—PRorPposeED AMENDMENT IS UNSOUND 


This section is based upon the assumption, appearing in the report of the Com- 
mittee on Ways and Means to accompany H. R. 8381, that a donor by giving 
income rather than principal to charity realizes a double benefit, accruing to his 
family under the present law. 

This view is summarized in the report on page 9, as follows: 

“It is understood that a practice has developed of transferring property in 
trust for a term of years with the income going to charity and a remainder at 
the end of the term going to a close relative of the grantor (such as his child). 
In this situation under existing law, the grantor receives the benefit of excluding 
the trust income from his income under section 673, but because the children 
receive the remainder instead of the taxpayer, section 170 (b) (1) (D) does not 
prevent the grantor from taking a charitable deduction for the value of the 
income interest. This double benefit accrues in these cases despite the fact that 
the income-producing property is retained in the family group.” 

The idea of the double benefit is a misconception, based upon two erroneous 
lines of reasoning. To explain those errors in this memorandum seems quite 
unnecessary. It seems betted to show merely that there is no double benefit, and 
that, under present law, in many, if not most normal cases, the family of the 
donor who gives income will suffer a loss as a result of the gift of income, rather 
than of principal, to charity. 

The proposed amendment would impose a tax penalty on the family which 
incurs a loss of capital even in the absence of the penalty. 

The weight of the tax penalty is so heavy, that it can be said with certainty 
that with the enactment of proposed section 9, all gifts of income to charity will 
cease. 

That the gift of income is a substantial source of funds for charity is recog- 
nized in the report of the Committee on Ways and Means. 

The most direct way of comparing the effect of the usual outright gift to char- 
ity and the gift of income of a trust to charity, is to compare the case of two men, 
each of whom has the same amount of capital, which he wishes to use (a) to 
make a gift to charity that will permit him to take a definite amount as a 
deduction for a charitable contribution, and (0b) to establish a trust for the 
benefit of his family. 

Supose that each donor in the 87-percent income-tax bracket, is willing toe 
divest himself of the same amount, for example $68,629 plus the gift tax. 

Under the present law, the first donor, I,’ will set up a trust of $100,000 with 
all of the income payable to charity for 13 years. 

Let us suppose that the second donor, 0,’ prefers to make an outright gift te 
charity this year and to place what is left of the principal of which he is willing 
to divest himself in trust for his wife and children. 

The trust, which O will establish, will be $63,941 as compared to I’s trust of 
$100,000, as appears in the table on page 3. 

I’s trust ($100,000) will be 1.56394175 times as much as O’s trust ($63,941). 
This figure 1.56394175 will remain unchanged, no matter what the income-tax 
brackets and the gift-tax brackets of I and O may be as long as both are in the 
Same brackets. 


1The donors are named “I” and “O”: I to denote the donor who gives income, and 
O to denote the donor who makes an outright gift. 
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To illustrate this point, let us assume in one case that I and O will find that 
the taxes, that, in the absence of a gift, would be payable on the $36,059, which 
each would claim as a charitable contribution, would be at the rate of 87 per- 
cent. In the second case, let us assume that I and O will find the applicable 
income-tax rate to be 60 percent rather than 87 percent. 





























| 
With I and O in 87-percent | With I and O in 60-percent 
tax bracket | tax bracket 
Column 1, Column 2, | Column 3, Column 4, 
I’s case O’s case I’s case | O's case 
inet ae ‘ | -—-—— —--——— 
Amount of which donor is willing to divest ! 
a a sa ene $68, 629 $68, 629 $78, 365 | $78, 365 
Add income-tax saving on gift of $36,059 ?____- 31, 371 31, 371 21, 635 | 21, 635 
Available to family and charity ---_--_-- | 100, 000 100, 000 100, 000 | 100, 000 
Given to charity outright ..--........---------- 0 36, 059 | 0 | 36,059 
Available for trust. ............-.--.--.-. 100, 000 | 63, 941 | 100, 000 | 63, 941 
| t 








1 The divestment does not include the gift tax. The gift tax will be the same in each of the 4 columns— 
the gift tax on a gift of $63,941. To include the gift tax would be to include a figure without significance in 
our comparisons. 

2 $3,500 (income on $100,000 at 314 percent) times 10.3027 (factor from table II of the Regulations), 


The foregoing table makes unnecessary any further explanation of the facts 
that I’s trust will remain 156.394 percent of O’s trust and that O’s trust will 
always be 638.941 percent of I’s, regardless of their income-tax rates, as long as 
both have the same tax rates. 

The only significant figure is that, for purposes of valuation, the income of a 
trust for 13 years, in the absence of special circumstances, has a present worth of 
36.059 percent of the principal of the trust. 

Since O’s trust will be approximately 63.941 percent of I’s trust, and since O’s 
trust will be accumulating income for O’s family for 13 years,’ while all of the 
income of I’s trust is being paid to charity, O’s trust will provide more for his 
family, if the net yield upon the assets in each trust before income taxes equals 
4.164 percent.’ This appears from the following: 





Net income before taxes on $63,941 in O’s trust at 4.164 percent__.__ $2, 662. 50 
Less income tax on dividend income in that amount_______________ 412. 25 
Deh (0 UATE. 8s ns da ctiretancs declan Sastemswaua~ 2, 250. 25 


This will be compounded for 13 years at 3.41448 percent (82 percent ’ 
of 4.164 percent). At 3.41448 percent, $1 a year for 13 years will 


MONT, Be BIG ee at ied bate he eich sees qenicns 16. 027027 
Total accumulations at end of 18 years____._-______----_--__ 36, 065 

Add. original, primetpal: in: GeO as cccincsiins ets htc pines 63, 941 
Total capital in O’s trust at end of 13 years_________-__-____ 100, 006 


182 percent, because the income-tax rate on dividend income of the trust is 18 percent 
while the trust’s net income before taxes is more than $2,150 and less than $4,150. In 
the 1st year the trust’s net income will be $2,662.50. In the 13th year it will be $4,024. 


This means that, if the net yield, after trust expenses, is 4.164 percent or moue, 
there will be more for the family of O than there will be for the family of I, at the 
time when each family becomes entitled to all of the income of each trust. 

If the yield is less than 4.164 percent, O’s family will have less than I’s at the 
end of 13 vears. 

Conversely, if the yield is more, I’s family will have less, possibly a great deal 
less, than O’s. 


2The period of 13 years, upon which the figures in this memorandum are based, has been 
taken purely for illustration. It is the mean between 20 years and 6 years, the longest 
and shortest terms of the charitable income trust, which have come to the writer’s atten- 
tion. The length of the period for which income is payable to chartiy has no substantial 
effect spon the yield of 4.164 percent, after trust expenses but before taxes, on the basis 
of which the families of I andO will find it a matter of indifference under present law, 
whether the donor gives income or principal to charity. The figures demonstrating this 
fact are available for anyone who may wish to examine them. 

8]I’s trust and O’s trust must, of course, be assumed to have the same yield, if the 
comparison is to be a true one. 
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To illustrate the possibility of losses and gains to I’s family resulting from 
the gift of income: 

1. Assume that the net yield before taxes on the trust assets is 5 percent. In 
that case the loss to I’s family, as compared to O’s, at the end of 13 years will 
be $13,441. The present value of that loss, discounted at 4 percent,‘ is $8,072. 

2. Assume that the net yield before taxes on the trust assets is 344 percent. 
In that case, the gain for I’s family, as compared to O’s, at the end of 13 years 
will be $6,581. The present value of that gain, discounted at 2.87 percent,® is 
$4,389. 

Of course, if the probable return on the property given to the trust is substan- 
tially less than 314 percent, and if those assets were retained by the trustee, the 
gain to I’s family and the loss of the Government’s revenues may appear sub- 
stantial. In the extreme case, in which the assets produce no income, the Gov- 
ernment’s loss and the gain for I’s family would amount to the reduction in 
income taxes resulting from the charitable contribution allowed as a deduction 
from income. 

It is hardly necessary to point out that any such sharp practice may be fore- 
stalled by the Treasury. The Government is not bound to value gifts of income 
on the basis of a 344-percent yield. It may well determine the probable return 
to ble less and, in proper case, to be zero. It is submitted that the Treasury 
will have no difficulty in protecting its revenues. 

It is further submitted that, if the gift of income is denied as a deductible 
charitable contribution, a ready source of funds will be lost to charity. To the 
writer’s knowledge, several universities have received gifts by way of gifts of 
income which would not have been made in such large amounts, or which might 
not have been made at all if the gift of income were not deductible. 

The value of what I gives to charity by way of income is the name for income- 
tax purposes as what O gives outright, $86,059. 

As a matter of fact, on the 4.164-percent basis, I will give to charity more in 
total dollars than O. I will have given $4,164 a year for 13 years. This is a 
total of $54,132 (with a present value of $42,900, of which I is allowed a chari- 
table deduction of only $36,059), as against the $36,059 which O gives in the 
first year. 

Since a yield of 4.164 percent on trust assets, invested in equities, is slightly 
below rather than above normal, since what each gives to charity (on the 
314-percent interest basis on which valuations are normally computed under 
regulations) is the same, and since with the yield at as little as 4.164 percent, 
l’s family will receive less than O’s, it seems clearly unsound to deny to I the 
benefit of a deduction for his charitable contribution because he has seen fit to 
make a larger gift by extending it over a period of 13 years and by having it 
paid from income. 

It would be impossible to prove to I that he would receive an unconscionable 
double benefit or, indeed, any benefit at all, if he is allowed to take the 36,059 
as a charitable deduction. 

There is no double deduction for I under the present law. 

Under the law, as it is proposed to be amended by section 9 of the Proposed 
Technical Amendments Act of 1957, I would be unfairly denied the deduction 
which he must have to equalize his family’s position with that of O’s family. 

Under the proposed amendment, at the end of 13 years, I’s family would be 
worse off than O’s family by the following amounts: 


Applicable | Applicable 
income tax income tax 
Tate rate 
87 percent 60 percent 





With yield before tax 3.5 percent - -- d cL eehn Ade $38, 738 $24, 673 
With yield before tax 4.164 percent _-_- ‘ ‘ pnidatnccnehe 48, 546 33, 481 


With yield before tax 5 percent_.__........-- Seeee haaiie 65, 676 49, 465 


‘This rate is the average rate of net yield after income tax on the trust’s stock over 
the period of 13 years, if the net yield before income taxes is 5 percent. 

' This rate is the rate of net yield after income tax in each year of the 13-year period, 
if the net yield on the trust’s stock before income tax is 3.5 percent. 
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The present values of these amounts, by which the assets of I’s family will 
be less than the assets of O’s family, are as follows: 








Income tax | Income tax 





rate 87 rate 60 

percent percent 
Wath $00e Molbre tak 3.0 peietit ioc. k a tee. $26, 815 $17, 079 
ores NOON ONE COUR OUNCE occ ask ddunbacecnseceu noe 31, 375 21, 639 
iho entininieennne varkcrivcemenninetosdetent 39, 443 29, 707 


CONCLUSION 


The belief, that the “double benefit” exists, is without foundation. It follows 
that section 9 of the Technical Amendments Act of 1957 is without justification. 
It should be deleted from the bill. 


Henry L. WHEELER, Jr. 

The CHarrman. You have made a very impressive statement, Mr. 
Davidson. 

We thank you very much. 

Mr. Davinson. May I say hello and best wishes to a great servant 
whom I have not seen in 10 years. 

Hello and best wishes, Mr. Stam. 

The Cuarrman. Are there any questions? 

Senator Douc.as. Yes. 

By nonreversionary you mean nothing its to come back to the 
donor ? 

Mr. Davinson. In the part I am discussing there is nothing to come 
back to the donor. 

Senator Doveias. What about the children? This is a question 
that I am not clear on, and I directed a question on this to Mr. Warner. 
What is the present practice as far as the inheritance tax is concerned 

Suppose there is a trust which provides that after 10 years the 
property and the income reverts to the heirs, is this exempt from 
inheritance tax now ? 

Mr. Davinson. Yes, sir. 

Senator Dove.as. It is not? 

Mr. Davipson. If the property reverts at any time to the donor, he 
has no inheritance tax saving. 

Senator Doveras. I do not mean revert to the donor, revert to the 
heirs, is it exempt then from the inheritance tax ? 

Mr. Davinson. I think the word “revert” is wrong and gives the 
wrong impression. 

Senator Doue.as. If it is passed to the heirs, is it exempt from the 
tax? 

Mr. Davinson. If a man makes a gift, completely divesting himself 
of principal, and the principal goes to his family or to anyone, it is 
then exempt from the estate tax unless the gift was made in contem- 
plation of death. 

Senator Dovueias. You see, I am not an expert, but you are an 
expert. 

Mr. Davinson. Senator, I am not an attorney. 

Senator Dovetas, Suppose a man sets up a trust of a million dol- 
lars and gives to, let’s say, Drew University, Drew University gets 
the income for 10 years, with the proviso that at the end of the 10 
years the income is to go to his children, and during this 10-year period 
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the man dies. Is that million dollars or any part of it then subject to 
an inheritance tax ? 

Mr. Davinson. Senator, you have not said Ww here the principal is to 
go, you have only discussed. where the income is to go, and the in- 
heritance tax will depend entirely on the principal. 

Senator Doveuas. Let us say that the principal is temporarily con- 
veyed to Drew University, but only for 10 years, with the understand- 
ing that at the end of 10 years the principal as well as the i income goes 
to the children. The question that I am trying to get at is whether 
by this device you can, by giving to a char itable institution a bequest 
for a limited bred of years which, however, subsequently goes to 
one’s heirs, can get exemption from the inheritance tax. 

Now, the discussion this far has been in terms of the income tax. 
I am trying to find out what relationship this has to the inheritance 
tax. 

Mr. Davinson. I do not believe there is anything in this bill that 
improves the inheritance tax situation at all, I think the inheritance 
tax isn’t touched upon. 

Senator Doveas. What is the present situation? 

Mr. Davipson. The present situation is that if a man compietely 
divests himself, regardless of whether it goes to charity or to his chil- 
dren or to a labor union or what, if he divests himself completely and 
irrevocably of the principal, it is not in his estate when he dies, and 
if it is not in his estate, it is not subject to the estate tax. 

Senator Doucias. Of course, we know that the estate tax has been 
shot full of holes by various devices, and has been eroded very much 
by these provisions. But is this one of the erosions which occurs, 
that is the point. 

Mr. Davinson. I think, Senator, when you are speaking of the ero- 
sions you are thinking of where the word “reverted” comes in, of 
where the principal reverts to the man. 

And the question there is, if it reverts to him, if it reverts auto- 
matically, or if he has an option or anything of the kind with which 
he can bring it back, then it is in his estate and taxable at his death. 

Senator Dovanas. Suppose an elderly man is in bad health, catches 
cold, has pleurisy coming on hin, and he decides this a good time 
to set up a trust for the benefit of Drew Unive rsity, and he does so, a 
million dollars is to be conveyed to Drew University for 10 years, but 
thereafter it and the income will go to his children, and that unfortu- 
nately this pleurisy becomes fat: al either in a shorter or longer period 
of time, and the man dies shortly thereafter, the question is, what 
happens then ? 

Mr. Davipson. Senator, under nearly all of these cases, the Govern- 
ment would succeed, regardless of this thing you are talking about, 
would succeed in collecting the estate tax, because it was done in con- 
templation of death—he thought he was going to die and he did it in 
contemplation of death. 

Senator Douetas. How can you prove contemplation of death? 

Mr. Davinson. I am not a lawyer , and that is a subjeet—— 

Senator Douctas. I know, but how can you prove contemplation of 
death ? 

Mr. Davipson. I know there is at least one condition that is con- 
trolling in the law, and I have forgotten the wording of it. Also 

22196—58——12 
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the courts have set up quite a number. So on the first part you asked 
about, if the man does this in contemplation of death, in the majority 
of cases it is going to be taxed. 

Senator Dovetas, I can understand that a donation one minute 
before a man dies may be said to be in contemplation of death, but 
sometimes foreboding of what might happen are stimulated_ by 
an attack of pneumonia in the winter months. 

Mr. Davinson. Mr. Stam can tell us instantly the number of years 
that have to pass on that contemplation of death and estate tax 
situation. 

Mr. Stam. That type of law has a 3-year period. Ifthe gift is made 
within 3 years, then they have got to show that it was not in con- 
templation of death, if it is made after 3 years, they don’t. 

Mr. Davinson. I am just talking about the contemplation of death. 

If I may try to answer the other part of your question—I do not 
know that I can—section 9 does not change anything in the present 
law regarding the estate tax; it has no effect upon it. 

Now, when you speak, if I may say this, when you speak of giving 
the principal to Drew University for 10 years, I would say that in 99 
percent of the cases it is not done that way. 

A man transfers his securities to a trustee, so the trustee then be- 
comes the owner and has the title. And the trust provides that only 
the income will go to Drew University. So he does not give the prin- 
cipal to the university at all. The trust provides only for the income 
to be given. 

Now, regardless of whether the property goes to his children or 
strangers, regardless as to when the trustee is to distribute the prin- 
cipal, regardless of any of that, if he has completely divested himself 
and, if it is not in contemplation of death, it is not in his estate and 
it is not subject to estate tax. 

I think I am right, Mr. Stam ? 

Mr. Sram. I mean, it is just like a gift, if you make a gift, it is not 
intended to take effect at your death, or it is not in contemplation of 
death, why that is not in your 

Senator Doveias. You see, I am not expert in these matters, but 
I know that financial agents for institutions and charitable organiza- 
tions frequently make an appeal not only to the charity of donors but 
also to the fact that certain gifts are made in such a form that the 
donor could benefit from it also. 

We have this tendency in conection with the businesses conducted 
by charitable, educational institutions. What I am trying to get at is, 
when you make an appeal to a man to settle a reversionary trust on an 
inheritance what is it that he receives as a tax favor in addition to 
the good deeds which he performs? For good deeds are frequently 
sweetened by a saving of money too, just what is your appeal to these 
people ? 

It is simply an appeal to charitable motives, or do you also tell them 
how they or their heirs will be able to reduce their total tax ? 

Mr. Davinson. It is very simple, and it is of long standing. Just 
take a specific case. A man has $100,000 of your Government bonds, 
and he is getting $3,000 a year income. He gives these bonds to a 
charitable institution, to Drew University. He no longer has to pay 
tax on that income, of course, he does not have it, no more than if he 
had sold it. So of course he does not have to pay tax on it. The House 
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committee report on section 9 refers to this as a deduction, it is not 
a deduction, he just does not have it, he gave it away, it is not his, 

go of course he does not pay tax on it. So that is not the incentive, if 
he burned the bonds up the same thing would be true, so that is not the 
incentive. But we have had in the tax law a provision for the pur- 
ose of helping the private colleges, hospitals, and charities. 

Senator Doveias. What is the added incentive 

Mr. Davipson. That $100,000, the value of these bonds, is deductible 
from his taxable income if it does not exceed 30 percent of his tax- 
able income. 

Senator Dovcias. So that he can deduct both interest and capital. 

Mr. Davinson. He makes one deduction, Senator, which is $100,000, 
the whole thing. The interest is no longer his, but his deduction is 
just one deduction, $100,000, that is, the sapital. The deduction is 
always the value of the gift. That is what he deducts, the value of 
the gift. 

Senator Doveras. He deducts that even though his heirs get it back 
again ¢ 

Mr. Davipson. Well, the illustration that I gave was that he gives 
$100,000 of bonds. 

Now, of course, his heirs do not get it. If we take another in- 
stance—— 

Senator Dovetas. In the reversionary trust, either he or his heirs 
get it back, and I understand that is the meaning of the term “rever- 
sionary.” 

Mr. Davipson. Reversionary is when it reverts to him, as I under- 
stand it. 

Let’s take it that way. He creates a trust and gives $100,000 of 
bonds to the trust, and he instructs the trust to pay the mcome to 
Drew University, say, for 10 years, and then the income to go to his 
family or to anyone, and upon his death, or rather upon the death of 
the beneficiary, usually, the principal goes to the beneficiary’s heirs. 
That is the usual form of trust. 

Now, under that trust what has happened is, the value of the gift 
that is made to the university is deductible. 

Now, if the gift was 3 percent on United States Government bonds 
($3,000 a year) for 10 years, it is 10 times $3,000 or $30,000 discounted 
by an interest factor to get the present value. And the deduction 
then is the present value of the income that is given. And that is 
always true, whenever you make a gift to a charitable institution 
your deduction is the value of the gift that you make. 

And whenever you divest yourself completely of principal, if it is 
not done in contemplation of death and a few things of that kind, then 
of course it is not in your estate at death, and there is no estate tax. 

Senator Doveras. What I am trying to get at is this. What is 
the special appeal which you make in these cases that would not apply 
to an outright gift? 

Mr. Davinson. Well, I think you are probably talking about this 
2-year matter, which I certainly do not want to defend, and which 
the man before me did not defend, and the special appeal there, 
which is not the appeal that I am talking about that I have had in con- 
mection with here, but the appeal there was that it reverts to you 
yourself in 2 years. 
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Under the 2-year provision, the income goes over to charity, and 2 
years later the principal comes back to you. 

Senator Doveras. Well, granted that 10 years is not as bad as 2 
years, if you have got a 10-year elastic string on it you get it back 
at the end of 10 years. 

Suppose you are a vigorous fellow, in the full prime of life. 

Mr. Davipson. Senator, as I said to start, that is a subject I am not 
discussing, I am not in any way either for or against it, but that 
subject came up before this committee some years ago, and there 

yas a lot of discussion on it, which is in the record, and I have not 
read it. 

Senator Dove.as. I was not a member of the committee. I hope 
you will bear with me and help us to understand the point at issue. 

Mr. Davipson. We are both in the same boat, Senator. I have not 
read these hearings, but they are available, and that whole subject 
as to why the 10-year provision should be available was discussed 
thoroughly in the Senate Finance Committee report. 

Senator Doveras. Well, could you give me the citation on those so 
that I may reduce my ignorance / 

Mr. Davipson. May I ask Mr. Stam a question ? 

Mr. Stam, could you tell me what year those hearings were? Or 
may I write you, Senator ? 

Senator Doucias, You may. 

The Cuamman. If you care to it could be put in the record too, 
Senator Douglas 

Senator Dovucias. Yes. ; 

The CHairman, If you write to Senator Douglas it may be placed 
in the record. 

(The following was later received for the record :) 





FEBRUARY 28, 1958. 
The Honorable Paut H. Dovueé.as, 
Senate Office Building, Washington, D.C. 

Deak SENATOR Dovucias: While testifying before the Senate Finance Commit- 
tee on Wednesday, February 26, you asked for a citation of the report of the 
Senate Finance Committee covering short-term revertible trust provisions. 

I should like to refer you to the report of the Committee on Finance, United 
States Senate, Internal Revenue Code of 1954, printed June 18, 1954, section 673, 
found on pages 366 and 367. 

For a further discussion of the 10-year provision, I refer you to the hearings 
before a subcommittee of the Committee on Ways and Means, dated November 
19 through 28, 1956, on pages 374 and 375. 

Sincerely yours, 
CLINTON DAVIDSON. 

Mr. Davipson. Senator, I heard yesterday of a parakeet—you know, 
those little birds—that died because of a limited vocabulary. And I 
want to apologize for my limited vocabulary. The parakeet had only 
been taught to say, “Come here, kitty.” I, like the parakeet, have a 
very limited vocabulary. 

The Cuamman, Thank you very much. 

There are four more witnesses to be heard, and it has been suggested 
that we recess until 2:30 in the District of Columbia room over in 
the Capitol. 

So we will recess now until 2:30, when the other four witnesses 
will be heard. 

(Whereupon at 1:15 p. m., the committee recessed to reconvene at 
2:30 p. m., the same day.) 
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AFTERNOON SESSION 


Senator Kerr. The hearing will come to order and we will hear 
from Mr. Marvin Kratter who will speak on section 14. 
You may proceed, Mr. Kratter. 


STATEMENT OF MARVIN KRATTER, OFFICE BUILDINGS 
SYNDICATES 


Mr. Krarrer. I am president of Office Buildings Syndicates, Inc., 
521 Fifth Avenue, and our business is that of setting up limited 
partnerships to own for investment fee and leasehold ownerships in 
real property. 

I appreciate the committee’s kind invitation and I apologize for 
not having a prepared statement, but would appreciate your per- 
mission to submit a prepared statement upon my return to my home 
in the next few days. 

(Mr. Kratter later decided not to submit a supplement statement.) 

Senator Kerr. You may do that. 

Mr. Krarrer. I would like to say first that we are in substantial 
agreement with the position of Mr. Cochran, who spoke earlier rep- 
resenting the American Cotton Manufacturers ‘Institute, Inc., on 
the matter of section 14. 

I think it is important for the record that the committee recognize 
that the enactment of section 14 as proposed would work a very grave 
and serious hardship on many small- and middle-income Americans 
who have made investments in the ownership of leasehold estates in 
real estate. 

Senator Kerr. Do you address yourself primarily to the retroac- 
tive feature of mors section 14 or to all of it? 

Mr. Krarrer. I address myself to section 14 in its entirety, Senator. 

Senator Kerr. All right. 

Mr. Krarrer. And the circumstances of the enactment of such a 
section could indeed be very grave, because in effect the Investments 
that these people have made in hope of having a certain amount of 
income usable, a certain recovery of their capital would now fail to 
achieve their objective in our particular case by the enactment of 
this section. 

I must say that for want of a better word, and to use the most 
polite word I can think of, that the language of this statute is cer- 
tainly the most unusual that our counsel or ourselves have ever seen 
ina Treasury act. 

Senator Kerr. I think we ought to have clear that while the Trea- 
sury is in the process of recommending section 17, it is not before us 
asa Treasury act. 

Mr. Krarrer. I beg your pardon. I stand corrected, Senator. 

Senator Kerr. Before us is an act of the House of Representatives. 

Mr. Kratrer. The language that I am specifically referring to in 
this proposed section 14 is that language which specifically says as 
follows: 


Unless the lessee establishes that as of the close of the taxable year— 


this is in here at proposed new section 178, Senator, subhead (a) (2), 
page 16, of the ? ument that you are using, sir. 
Senator Kerr. (a) (2) or (b) (2)? 
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Mr. Krarrer. (a) (2), I believe. 

Senator Kerr. All right; now read it. 

Mr. Krartrer. It starts on page 15 and goes on to page 16, and it 
says in effect: 

In respect of any cost of acquiring the lease or in respect of any building 
erected, the term of the lease shall be treated as including any period for which 
the lease may be renewed, extended, or continued pursuant to an option exer- 
cisable by the lessee, unless the lessee establishes that (as of the close of the 
taxable year) it is more probable that the lease will not be renewed, extended, 
or continued for such period than that the lease will be so renewed, extended, 
or continued. 

Now this is a venture into the pure field of conjecture. Most of 
the long-established leaseholds now in existence, representing invest- 
ments of many millions of dollars individually and perhaps billions 
of dollars collectively, Senator, have initial terms of let us say 15 to 
20 and as high as 30 years with 3 or 4 renewal options of 15 to 21 
years. 

I submit that, in the exercise of the best possible discretion, no 
individual or agent of the Revenue Service can possibly sit down, let 
us say, in the first, second, or fifth year of the initial term of such 
an operating leasehold, and determine that 20 years from now or 15 
years from now economic conditions will warrant his entering into 
a new 21-year renewal. 

Now, Senator, our contention is that the Treasury Department is 
doing very well with the existing law, both in the field and in the 
courts. 

It is true that certain individuals have attempted to get in lease- 
holds on a 5-year basis, but the Service has been resisting them very 
vigorously and the courts have been sustaining the Service. 

They have made the taxpayer show, or the Treasury Department, 
I should say, has been permitted to show, that there is a reasonable 
certainty of renewal, and where the initial term is ridiculously 
small 

Senator Kerr. Say for 5 years? 

Mr. Krarrer. Say for 5 years in terms of the total amount invested 
with a 95-year tail, the courts are upholding the service. 

Now our contention is that if the initial term is a reasonable term 
in relationship to the option periods, in other words, if you create a 
99-year leasehold consisting of say a 25-year original term and three 
24-year renewals, then certainly in the operation 

Senator Kerr. That would not be a 99-vear lease; but, go ahead. 

Mr. Krartrer. In the trade, sir, we call it a 99-year lease. 

Senator Kerr. That would be 97. 

Mr. Krarrer. Ninety-seven, I beg your pardon. I perhaps did 
not get the numbers exactly right. But generally there would be no 
way of determining on anybody’s part, the Service or ours, that 25 
years from now we were going to renew, particularly in view of the 
fact that most of these renewal options are conditioned upon either 
changes in the rent or the existence of some special commitment. or 
requiring a payment or a requirement for construction or demolition, 
and soon. And I just say that in this fast-moving country we live 
in, nobody could predict 25 years from now what they are going to do 
with a piece of property. 
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Now I think that the Treasury is now applying a good commonsense 
businessman’s rule. If the cost of this aan amortized over its 
initial term represents a reasonable investment, the type of thing a 
reasonable and prudent man would do, then certainly the writeoff 
should be permitted over that initial term. I refer to the owner of 
this leasehold—and I am speaking now of buying a leasehold with a 
building already on it subject to an existing and previously created 
lease. 

When a man buys this, if his yield is such that in a period of 20 
or 25 years he will amortize his capital, get his capital back plus a 
4- to 5- to 6-percent return on his money, then certainly this is a rea- 
sonable calculated business risk, and a writeoff of his cost of acqui- 
sition should be permitted in the initial term. 

Senator Kerr. Let me get this picture in my mind here. 

Mr. Kratrer. Yes, sir. 

Senator Kerr. I take it this statement you are making applies to a 
situation in which this may be an illustration. 

Somebody has built a building down here on a piece of ground 
under the terms of the lease for that real estate, not an ownership, 
nota purchase, and we will say that it is for an initial period of 25 
years, but with the option on the part either of the builder or the 
present owner of the building or any subsequent purchaser or owner 
of the building to renew the lease from time to time at stated periods 
for a total of 99 or 95 years. 

Then the person who buys that. building, let us say after it has been 
built 10 years, when there is yet 15 years remaining in the primary 
lease, under existing law is entitled to charge off the cost of that 
building in that remaining 15 years of the primary term of the lease; 
is that correct ? 

Mr. Krarrer. I cannot qualify as an expert on the law, sir, but I 
would say it is the customary practice now that if that yield represents 
an intelligent yield to an investor for that 15-year period, then he 
would attempt to amortize his leasehold cost, and if I may be per- 
mitted to say, Senator, in the interests of clarification, because I ob- 
served closely this morning your interest in showing the practical facts 
rather than the technical aspects, that as a practical matter, although 
you buy such a leasehold, you used the words “buy the building.” 

In effect, sir, you do not buy the building. When you own this 
piece of property down there at K and 14th and it has a building on 
it, and I come to you and I say, “I want to buy a leasehold estate in 
that building,” in effect what. you are doing is selling me a piece of 
paper, and for this piece of paper I may pay you a million dollars, 
and under this piece of paper I agree to pay you X dollars a year, 
and operate the property as if I own it, and on the other hand, I have 
the right to collect from the subtenants on that. building an income 
and the difference between what I collect from them and what I pay 
you is the net effective yield on that property. But you cannot ac- 
quire ownership in most States of a building which is located on a 
piece of land owned by someone else. 

The building affixes and becomes part of the realty, so that actually 
what we bought there, sir, is this piece of paper. 

Senator Kerr. I understand. 
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Mr. Krarrer. And your statement with those modifications is abso- 
lutely correct. 

Senator Kerr. I understand that the fellow who built it on a piece 
of leased ground cannot in effect sell the building. 

Mr. Knrarer. That is right, sir. 

Senator Kerr. But I used the term as describing the transaction 
where he was in the posture of a temporary owner or at least in the 
posture of being able to rent it out to anybody that uses it, and any- 
body that uses it pays him for the use of it. 

Mr. Krarrer. Right, sir. 

Senator Kerr. As long as he fulfills the obligations of the lease 
under which the building \ was built on the property ; 

Mr. Krarrer. Right, sir. 

Senator Kerr. All right. Now go ahead. 

Mr. Krarrer. Our contention is that there are hundreds or perhaps 
thousands of such properties on all the major corners of the major 
communities of America that operate in this manner, and it is quite 
customary and common that the fee ownership, that is, the actual 
legal ownership of the property, title to the property, has generally 
moved into the hands of estates or institutions, and that it is prae- 
tically impossible to buy that type of property today and acquire a 
fee ownership. Because once an institution or one of these long- 

‘ange estates or trusts gets ahold of them, you just cannot pry them 
loose. 

So that if you want to create investments for small investors in the 
ownership of such a property, you have got to buy leaseholds. 

Senator Kerr. Yes. 

Mr. Krarrer. This, of course, works a serious hardship from the 
point of view of the small investor who does not have the money to 
acquire the fee, because the fee owner, who is generally not subject 
to the same tax schedules as the individual—by that I mean the in- 
surance companies or the trusts or the charities that own them, and 
so on. For example the Chrysler Building ground in New York is 
owned by Cooper Union, the technical school. The return that they 
look for on just the land is a very small return in comparison to the 
earning requirements of an individual who would buy the leasehold 
position. 

But of course as the operator and owner of the leasehold, he takes 

many greater risks. But if you penalize him from enjoying the same 
position that the fee owner does, then in effect he is being disecrimi- 

nated against because he does not have enough money to acquire the 
fee as well as the lease position, and this is the problem we are grad- 
ually facing in our field today. 

Most of the fee ow nerships today of the top-notch fee have 
gone into insurance companies, estates, trust companies, and eleemosy- 
nary institutions; and gradu: uly, the minute they hit that they are off 
the market. This is the only basis on which we can as smaller in- 
vestors participate in the real-estate market. 

Going to the other extreme, and perhaps from the sublime to the 
ridiculous, this legislation as presently drawn would also very ad- 
versely affect, for example, the small-business man who seeks to build 
a merchandising establishment of some type such as a drugstore. He 
goes out and under normal conditions he is afraid to obligate himself 
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for too long a period of time because he does not want his family or his 
estate tied up with litigations. So he signs a 10-year lease and he may 
take a 10- or a 15-year or a 20-year renewal period on, and he is hedg- 
ing, to be sure, that 10 or 15 years from now this place is still worth 
operating as a drugstore, that a city dump hasn’t moved in next door 
or that the neighborhood hasn’t changed, and so on. 

Now the way this legislation is.enacted with its extreme requirement 
here, this man who has made this investment in fixtures and other 
types of leasehold improvements that have no value outside of the 
leasehold, will lose his opportunity to write it off during this initial 
term, and he would be forced to use a 25-year term, because he cer- 
tainly could not prove that 10 years from now he would not renew. 

Senator Kerr. I can very well understand the basis of your con- 
cern. At the same time, I can understand the basis of the feeling of 
the Treasury in connection with a situation where we will say there 
has been what appears to be abuse of a provision in the law, and under 
which a person or a corporation buys a leasehold estate in a property 
which can be occupied by the owner of the leasehold estate for a period 
of, say, 90 years by complying with certain renewal provisions and 
stipulations, but who, since the primary term initially or yet remain- 
ing might be 5 to 10 years, and he charges off the entire cost in that 
time which might even exceed the operating income of the property, 
and by owning it and charging it off he could make it a charge against 
his other income, then he would find himself in a very peculiar posi- 
tion at the end of the primary term of having charged off either 
against the income of that property or other income, or both, the 
entire cost of the leasehold estate. 

Then he would still be where he could exercise the option to renew 
for another 15 years or another 25 years, and then would be in a posi- 
tion to sell that leasehold estate and his tax liability would be on the 
basis of capital gain. 

Mr. Krarrer. Yes, sir. 

Senator Kerr. So it would seem to me that there is some argument 
here on both sides of this question. 

Mr. Krarrer. Senator, I absolutely concur. We are not interested 
in prolonging or extending any loopholes here. All I can tell you is 
that as a practical matter, this has not operated generally as a loop- 
hole. 

Senator Kerr. And do you think if there is a loophole that it could 
be corrected without the drastic remedy that is prescribed here ? 

Mr. Krarrer. Oh, certainly, sir. Look, Iam agreeable to any rem- 
edy which will correct it as a loophole and just do this thing in a rea- 
sonable businessman’s way. But this remedy is impossible, absolutely 
impossible of performance. 

Now, there are many criteria which could be established, either by 
Service regulation or by the act. For example, you could say, and I 
will develop this more in the prepared memorandum we are going to 
submit because ours is not just to criticize without offering a construc- 
tive suggestion— 

Senator Kerr. Yes. 

Mr. Kratrer. For example, you could provide that the initial term 
could not be used as the writeoff period unless it represented, let us say, 
at least 20 percent of the total term, or perhaps 25 percent of the total 
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term, or unless it represented a minimum of, let us say, a 10-year 
period. 

Now, even permitting a 10-year writeoff would certainly not be in- 
consistent with the accelerated depreciation idea and accelerated write- 
off that has been sponsored since the 1954 Code, and particularly now 
if you want to stimulate new construction on a leasehold basis, you 
are going to have to do something to give these people who are going 
to take economic risks, the capital risks of putting a property on leased 
ground, the privilege of writing it off during that initial term. 

Nobody can gamble, no honest businessman has the moral right to 
gamble much more than 10 or 15 years in advance. I don’t care where 
the property is or how sound it is. That would be one criteria, for 
example. 

A second criteria would be whether the renewal was just a flat re- 
newal at the same rate or whether the rate would be a renegotiated 
rate. 

Let me give you a specific point. For example, 15 years ago Park 
Avenue in New York City was primarily a residential community. 
Today between 42d Street and 60th Street it is a highly integrated 
office-building community. Now, if I built on leased ground, let us 
say, 10 years ago before this became an office-building area, the ground 
had a certain value, and normally if I rented this ground 10 years ago 
from the Astor estate they would have taken the then assessed or the 
appraised value and say, “All right, now, your rent is going to be a 
figure equivalent to 5 percent of the value of that ground.” And let 
us assume that that ground was then worth a million dollars, Senator. 

Senator Kerr. That is residential? 

Mr. Krarrer. For whatever purpose I built on it. I might have 
built a 10-story office building there or a 12-story office building, be- 
cause at that time an office building on Park Avenue was a departure 
from the norm. So I might have gone up there and, let’s say, put 
a 10- or a 12-story building on this land, and I am going to be paying 
what we call a ground rent or leasehold rent of 5 percent of this mil- 
lion-dollar value, and that 5 percent would be $50,000 a year. 

Now suddenly the trend changes and we now have a string of mono- 
lithic skyscrapers up and down that street, and I, let us say, had an 
initial 15-year term or perhaps a 20-year term with four 21-year re- 
newal options. But in the renewal option a proviso was written which 
said at the end of the first term if I want to renew it, this $50,000 rent 
will not continue. 

Senator Kerr. Renegotiate. 

Mr. Krarrer. We are going to renegotiate and you are going to pay 
us 5 percent of the then land value. Well, now, the land value, when 
the option is exercised would be $10 million, Senator, because instead 
of building a 10- or 12-story building, now it is logical to build a 20- or 
40- or a 60-story building. So I would be completely out and there 
would be absolutely no point whatsoever to my renewing, because the 
ground rent I had to pay, I couldn’t possibly get out of rents from the 
tenants. 

Certainly in that case it would be very unfair for me to have to 
worry during those 15 years, because you have got this thing set up 
here now on a year-to-year basis, which is even worse. 

Senator Kerr. You have made that point. 
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Mr. Krarrrr. It is year to aor You have a sword of Damocles 
over your head from year to year. They come in and reappraise you 
every year on this thing. That sr oii eee problem. 

There are plenty of criteria that can be used. Our trade groups, 
myself, my associates 

‘Senator Kerr. Will assure against it being a loophole and not mak- 
ing it a snare? 

Mr. Krarrer. Senator, I would not be so foolhardy as to say any- 
thing I could recommend would insure against a loophole, because so 
far nothing has ever been created which didn’t have a loophole. 

Senator Kerr. I understood you to express that as a worthy objec- 
tive. 

Mr. Krarrer. Yes, sir. In principle we are just as interested in 
getting intelligent law here which will apply to all of us, because on 
a competitive ‘basis it will improve all of us if everyone is subjected 
to the same type of law and regulation. 

But this proposal as drawn is completely unworkable and unbusi- 
nesslike. 

Senator Kerr. I think you have made a very good point and in a 
very able way, and I would caution you if you become too generous in 
your language it might make other than an objective impression on 
any representative of t the Treasury who might be here. 

Mr. Krarrrer. | am sorry. 

Senator Kerr. Understand it is your privilege to say what you 
want, but I was just thinking about the effectiveness of the approach. 

Mr. Kratrer. Senator, the point is basically this. I perhaps am 
more vigorous and forceful and more dr: amatic than I should be, not 


because I am thinking gp imarily about myself. My operation is equiv- 


alent to a mutual fund in real estate. I have 3 or 4 thousand people, 
I would say over 4,000 at the present time, who have the bulk of their 
life’s savings invested with me in limited partnerships which own these 
different leaseholds. 

These people in these days, a lot of teachers, for example, who need 
this extra income and who would not have it if it was added on 
bracketwise under these conditions—I mean if it is a 99-year lease 
in terms of renewal options or 97-year, then it is only a 1 amen 
en and is so inconsistent with any other form of business op- 

ration it just doesn’t make sense. 

Senator Kerr. I would say that you had made your point. 

Mr. Krarrer. Under those circumstances, [ should discreetly re- 
tire. Thank you for your time. 

(Mr. Kratter subsequently submitted the following for the record :) 


SUGGESTIONS MADE BY MR. MARVIN KRATTER 


Statutory rules in lieu of those presently set forth in proposed section 178 (a), 
as set forth in section 14 (a) of the technical amendments bill of 1958 (H. R. 
8881), which suggestions are referred to in Mr. Kratter’s testimony before 
the Committee on Finance, United States Senate. 


Except as provided in subsection (b) of section 178 where a lease may be re- 
newed, extended or continued pursuant to an option exercisable by the lessee, 
the following rules shall be applicable in determining the term of a lease for the 
purpose of fixing the period over which the cost of acquiring the lease or the cost 
of any improvements on the leased property made by the lessee may be amor- 
tized or depreciated. 
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1. GENERAL RuLE.—Unless the lease has been renewed, or the facts show with 
reasonable certainty that the lease will be renewed, only the initial term of the 
lease shall be taken into account and the renewal options shall be disregarded. 

2. NOTWITHSTANDING THE FOREGOING.— 

(a) If at the time the lease is made, the initial term is for 5 years or less, 
the renewal options shall be added to the initial term unless the period of the 
initial term is 50 percent or more of the term of the lease if all the renewal 
options would be exercised. 

(b) The renewal options shall be disregarded and the initial term accepted 
as the term of the lease, 

(i) At the time the lease is made the initial term is for a period of 21 
years or more, and if the ownership of such lease is thereafter transferred, 
the period of the initial term remaining unexpired at the time of such trans- 
fer is more than 5 years or 40 percent or more of the remaining useful life 
ot the improvements on the property, whichever is greater; or 

(ii) The initial term of the lease or the amount thereof remaining un- 
expired at the date of transfer of such lease, is for more than 5 years, and 
the rental to be paid during the renewal period or periods is to be fixed pur- 
suant to a formula set forth in the lease, the application of which is not 
within the control of the lessee, and the lease provides that the average 
of the annual rentals required to be paid during such renewal period or 
periods shall not be less than the average of the annual rentals required 
to be paid during such initial term. 

(c) If the term of the lease, (determined in accordance with the rules herein 
set forth or otherwise), is longer than the useful life of the improvements on 
the leased property, the cost of making such improvements or the cost of ac- 
quiring the lease for the property on which such improvements were made (to 
the extent such costs are attributable to such improvements) shall be depreci- 
ated or amortized over the life of such improvements without regard to the term 
of the lease. 

3. Errecrive Date.—Any statutory amendments made in accordance with the 
foregoing shall apply with respect to improvements begun after December 31, 
1957 (other than improvements which on December 31, 1957, and at all times 
thereafter the lessee was under a binding legal obligation to make), and to the 
costs of acquisition of a lease, if such acquisition is made after December 31, 
1957. 


(The following letter from Richard Grossman, of Chicago, is made 
a part of the record :) 


MAYER, FRIEDLICH, SPIESS, TIERNEY, BROWN & PLATT, 
Chicago, Iul., February 21, 1958. 
HOowvseE OF REPRESENTATIVES COMMITTEE ON WAYS AND MEANS, 
House Office Building, Washington, D. C. 
SENATE FINANCE COMMITTEE, 
Senate Office Building, Washington, D.C. 

GENTLEMEN: I have had occasion to concern myself with section 22 of the 
technical amendments bill of 1958 (H. R. 8381, as passed by the House on 
January 28, 1958), and feel that there are sufficient problems concerning the 
manner in which this section is drafted to warrant calling them to your 
attention. 

I have no quarrel with the purpose of section 22 to avoid what are described 
as the “unintended benefits” of the variable price provisions of the present section 
421 of the code. My problems with the proposed draft of section 22 are as 
follows: 

(1) As recognized in the report of the House committee accompanying the 
bill, section 22 necessarily requires that the average value during month of 
exercise test must be specifically included in the variable price formula itself or 
else the optian will be disqualified as a restricted stock option. This injects 
into an already complicated statutory provision a requirement that many may fail 
to recognize, particularly since this requirement is not quickly disclosed by a 
fairly careful reading of the section itself. The result, therefore, can be that 
many options in no way seeking to obtain the “unintended benefits” of a lookback 
variable price provision would be disqualified. For example, if the formula 
option price is intended to be 95 percent of value at the time of exercise, but 
for convenience the valuation date used is the day preceding the date of 
exercise, disqualification will result under the present language of section 22 
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unless the formula itself spells out the average value requirement. Also, if the 
average value during the month of exercise is less than the value at the lookback 
date, this would require that even an 85 percent or more option provide for a 
reduction in the option price ; this seems an absurd requirement. 

(2) Since the average value test of section 22 covers the calendar month of 
exercise, this would either require options to be exercisable only on the last day 
of a calendar month or the inclusion of a provision for possible later adjust- 
ment in options exercisable at any other time. It is not clear to me why the 
evils sought to be avoided by the proposed section 22 could not be effectively 
met by a computation during the period of 30 days next preceding the date of 
exercise, even if everything else in the present draft of the section is left 
unaltered. 

The problem mentioned in (1) above could be met by a provision in section 
22 to the effect that the average value requirement is not applicable in case of a 
lookback provision where the option price is 85 percent or more of the value of 
the stock at the lookback date. 

The problems mentioned in both (1) and (2) above could be met, and the 
result sought by section 22 accomplished, by substituting for the present average 
value requirements of section 22 a provision to the effect that an option with 
a lookback provision qualifies as a variable price option only if the option price 
(computed as if the option had been exercised when granted) equals at least 
85 percent of the fair market value of the stock at the time of grant and also 
at least 85 percent of the average fair market value of the stock during the 
calendar month of grant. Such a provision eliminates any test as of the date 
of exercise. In addition to meeting the problems raised, such a provision would 
serve to avoid the absurd result that the required formula would force a reduc- 
tion in the option price, which could be the result under proposed section 22, 
Probably, a further provision should be included to make it clear that if a grant 
results from a modification, then in computing the average value during the 
month of grant any higher earlier substituted value required by section 421 (e) 
(1) is disregarded; this last comment is also to be applicable to the proposed 
section 22. Inasmuch as the problems mentioned in (2) above in connection 
with a calendar month test do not appear of any moment insofar as the calendar 
month of grant is concerned, my suggestion uses the calendar month test. 

Except for the manner in which section 22 is drafted, I see no necessity to 
apply the average fair market value test to the month of exercise. However, 
if this is deemed desirable, it could be accomplished by adding to the language 
suggested in the preceding paragraph, a provision requiring that in the case 
of a lookback provision the actual option price upon exercise equal at least 85 
percent of the average fair market value during the 30 days next preceding the 
date of exercise. As I have remarked before, I believe it would be undesirable to 
apply the average to the calendar month of exercise. 

Very truly yours, 
RICHARD GROSSMAN. 


Senator Kerr. Our next witness is Mr. Richard H. Valentine who is 
appearing for Oliver R. Grace who was scheduled to testify on section 


14 also. 


STATEMENT OF RICHARD H. VALENTINE, APPEARING FOR OLIVER 
R. GRACE, BROKER, NEW YORK, N. Y. 


Mr. Vatentine. My name is Richard H. Valentine. I am appear- 
ing for Oliver R. Grace, who had originally intended to appear but 
could not. 

[Tam anattorney. I have a very narrow point on this law. 

Senator Kerr. May I ask who Mr. Oliver R. Grace is / 

Mr. Vaventine. He is an individual who is principally in the 
brokerage business, but he has also invested substantially in real 
estate. 

The point I would like to talk about is the effective date of section 
14. As we just heard, section 14 adds a new section to the code, pro- 
viding that the cost of improvements upon leased property and the 
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cost of acquiring a lease should be amortized by including the re- 
newal periods unless the lessee establishes that it is more probable 
that the lease will not be renewed than that it will be renewed. 

Subsection (c) of section 14 says that this act does not apply to 
improvements made or begun before December 31, 1956, or committed 
for before that date. It says, briefly, that it does not apply to im- 
provements made before December 31, 1956. 

Senator Kerr. Yes. 

Mr. Vatentine. There is no similar provision in here as to the cost 
of a leasehold. ‘Therefore, I think that section 1 (c) (1) of this bill 
would be applicable, and this amendment as to the cost of : acquiring 
the leasehold would be applicable to 1954 and for every vear there- 
after. 

Senator Kerr. In other words, you think that the retroactive fea- 
ture provided for in subsection (c) should also be made applicable 
to the cost of the lease acquired at the same time ? 

Mr. VALENTINE. Yes. 

Senator Kerr. It should not be made retroactive with reference to 
the cost 4 the lease any more than with reference to the improvement 
of a lease ? 

Mr. Vaentine. Yes, sir, and I think that that was an oversight. 
And my client wrote to Congressman Wainwright, Representative 
Wainwright, back in August, and I have a letter here which I would 
like to submit. He received back from Representative Kean a state- 
ment that he thinks this was a slip in drafting which was not inten- 
tional. 

Senator Kerr. Do you want to put that letter into the record ? 


Mr. Vatentine. Yes, I would like to have those two letters put in 
the record. 
(The letters referred to follow :) 


NEW York, August 6, 1957. 
Hon. STUYVESANT WAINWRIGHT, 
House of Representatives, Washington, D.C. 

Dear StuyviE: Section 14 of the Technical Amendment Act of 1957 amending 
the 1954 Internal Revenue Code, as reported by the House Ways and Means 
Committee, provides that the amortization of the cost of acquiring any leasehold 
interest in real property and depreciation of any buildings erected thereon shall 
be treated as including any period for which the lease may be renewed by the 
lessee, unless the lessee establishes as of the close of the taxable year that it is 
more probable that the lease will not be renewed than that the lease will be 
renewed. 

Subsection (c) of this section provides that the amendments made by section 
14 shall apply with respect to improvements begun after December 31, 1956. 
However, there is no similar limitation on the effective date with respect to the 
cost of acquiring a lease. It seems to me the omission of such an effective date 
is inequitable and unfair to those who acquired leases prior to December 31, 
1956, in reliance on the 1954 code. I would like to urge that the provisions 
for the amortization of leaseholds be left as they were in the 1954 code and 
that if any change is made, it shall not apply with respect to the cost of acquir- 
ing leases acquired prior to December 31, 1956. 

My partners and I, as Oliver Grace Associates, acquired a leasehold and 
assumed obligations for the amortization thereof in 1956 relying on the 1954 
code. Section 14 as it now stands would be seriously inequitable and cause 
great financial embarrassment to us and to other taxpayers similarly situated. 

Very sincerely, 
(Signed) Onitver R. GRACE. 
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HOUSE OF REPRESENTATIVES, 
Washington, D. C., August 9, 1957 


Hon. STUYVESANT WAINWRIGHT, 

House of Representatives, Washington, D.C. 

DEAR Mr. WAINWRIGHT: I think that Mr. Grace has a point. 

There seems to have been a slip in drafting which was not intentional. 

As you know, this bill has been reported by the committee but if there is op- 
portunity to consider any committee amendments, I will try to remember to take 
this one up. 

I have already asked the staff to remind me. 

However, it is not probable that I will have this opportunity. 

As you know, there is no chance of the bill being enacted into law this year 
as even if we send it over to the Senate, they will not consider it until sometime 
during the winter. 

As the same staff from the joint committee to whom I spoke will help advise 
the Senate, they should remember this point, but when the bill is considered by 
the Senate Finance Committee, they should be reminded of it. 

Sincerely, 
RosBert W. Kean. 

Mr. VALENTINE. It seems to me that it was clearly an oversight. 
It hits my client particularly hard because in 1956 he made a sub- 
stantial investment in reliance upon the former law. 

Senator Kerr. You mean upon the existing law ? 

Mr, Vaventinr. Upon the existing law. And, as a matter of fact, 
he came to me and we discussed in great detail the problem of whether 
he could amortize his substantial investment that he was making in 
a leasehold over the original term. 

To be a little more particular, he, through a partnership in which 
there were three other individuals, purchased a leasehold interest for 
$2,530,000, and he paid $430,000 and assumed the mortgage of ap- 
proximately $2.1 million. When he made the investment she was fig- 
uring an average profit over the 22-year term of the lease of approxt- 
mately $26,000 a year, which was about 6 percent upon the money 
he had to put up. He was committed to pay off the mortgage over 
a period of 18 years, and he was counting on an amortization. of the 
cost of the leasehold of $115,000 per year. 

We have the right to renew for 4 periods of 21 years each, and at a 
fixed rental which is the same as the present rental, but which will 
be, we believe, high based upon what the present value of that land 
is. The land has a building on it which is now 30 years old. When 
the lease expires that building will be over 50 years old, and unless 
it has an economic usefulness which it doesn’t look like it will now, or 
unless the land goes up substantially in value, we won’t renew. 

Since we made this substantial investment relying on the law as it 
was in effect, and since we thought that was a fair rule that had been 
worked out by the courts, I think that the effective date should be 
such that this bill, if passed, should not apply to this cost of this 
leasehold which we acquired in 1956. 

Senator Kerr. All right, Mr. Valentine. We are glad to have 
heard from you, and feel that you have presented the case very well 
for consideration. 

Mr. VaLentiIne. Thank you very much, Senator. 

Senator Kerr. Mr. Rubin. 
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STATEMENT OF RAYMOND RUBIN, ATTORNEY, OF THE FIRM OF 
WIEN, LANE, KLEIN & PURCELL 


Mr. Ruprn. Mr. Chairman and members of the committee, my name 
is Raymond Rubin. I am an attorney associated with the law firm 
of Wien, Lane, Klein & Purcell. We have several clients who are 
interested in section 14, in view of the fact that they either have sub- 
stantial investments in leaseholds or have made improvements on 
leased property. 

I had an extensive preparation, but Mr. Kratter covered a good 
deal of the ground which I intended to cover, and did so very ably. 

I have a few additional points, however. 

I concur in general with what Mr. Kratter said, chiefly that the 
burden of proof under section 14, especially in the case of long-term 
leases, is such that it would often be impossible for taxpayers to 
sustain. The question whether an option to renew will be exercised 
depends on, among other things, the future condition of the economy 
as a whole, the physical condition of the particular property in ques- 
tion, and the obsolescence factor. 

The proposed legislation in its present form would, I believe, create 
a great deal of administrative diflic ulty for the Treasury Dep: irtment 
and for taxpayers as well, requiring as it does an annual reevaluation 
of highly speculative matters. 

Some appreciation of the problems which might be raised by this 
legislation can be obtained by an awareness of the current volume of 
tax cases involving present valuations of property, which are them- 
selves extremely difficult. Bearing the burden of proof under section 
l4 requires valuations of property 20 or 30 or more years in the future. 

Senator Kerr. Are you talking about the burden of proof if section 
14 is enacted ¢ 

Mr. Ruprn. Yes, sir. 

This difficulty in the burden of proof is in itself an inequity, and 
a factor giving rise to costs to both taxpayers and the Treasury 
Department. There are other kinds of inequities which would arise 
under the proposed provision. 

For example, let us suppose the case of a leasehold which has 20 
years to run with three renewal options of 20 years each, and let us 
suppose that the operation of that leasehold will give rise to a profit 
of $100,000 a year. 

Senator Kerr. For the 20-year initial period ¢ 

Mr. Rupr. Yes, sir; assuming that rents remain level for that 
period. 

Now let us suppose also that the renewal option requires that the 
rent for the renewal term be fixed by an appraisal of the property 
at the time of renewal, so that the owner of the leasehold will, if he 
renews, be required to pay what is then a fair rent for the property. 

Senator Kerr. And what is now an undetermined rate. 

Mr. Rupr. That is right. 

Now, it is quite obvious that the purchaser of such a leasehold has 
made his entire investment in the initial term of the lease because 
he can count on a profit during that initial term. It is also fairly 
clear to him that there will be little if any profit during the renewal 
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term. He will not be paying a low rent during the renewal term in 
view of the provisions of the renewal option. 

Under the proposed section 14, the taxpayer is required, in order 
not to have to take into account the renewal term in writing off the 
cost of the lease, to prove that it is more probable than not that he 
will not renew. It seems to me that a court might very well hold in a 
situation such as I described that the taxpayer has not established that 
it is more probable that he will not renew since he will pay a fair 
rent during the renewal term. There may be no disadvantage to a 
renewal, but the profit will be small. There are variations of that 
situation where the inequity might be somewhat less. 

Buildings become less valuable as time goes on. The obsolescence 
factor increases and operating costs increase because of the physical 
deterioration of the property, so that, apart from fluctuations in the 
value of real estate, there will tend to be less income from a piece of 
property as it grows older. I believe that this is one of the reasons 
underlying the allowance of declining balance depreciation to owners 
of property. 

An owner of a leasehold is very often in a substantially similar 
position to that of a fee owner. Yet he is not allowed declining bal- 
ance depreciation. He does not have the advantage which you are 
probably aware allows him to take larger deductions for depreciation 
in the earlier years of the property. 

It is my opinion that the present rule which requires a reasonable 
certainty of renewal is much more easily susceptible of administra- 
tion than is the proposed rule. The amount of avoidance possible 
under the present ~~ is limited by the courts and by the fact that 
the greatest profits from leasehold operation are usually in the earlier 
years. Any small advantage a lessee may have under the present law 
is usually offset by his inability to take declining balance depreciation 
on a leasehold. 

If it is still felt, upon further consideration of this question, that 
the avoidance possibilities under the present law are too great, 
I would propose some softening of the language in section 14. I 
would suggest the elimination of the requirement that the lessee “es- 
tablish”—I am using the word used in the present provision—estab- 
lish facts which are at best, matters of speculation, and to substitute 
an evaluation based on what the available facts indicate. Also I sug- 
gest that the lessee be allowed to write off his acquisition cost over 
the first term of the lease unless it is substantially more probable that 
the renewal option will be exercised than that it will not be exercised. 
This rule is somewhere between the one laid down in section 14 and 
the rule of the regulations, which requires reasonable certainty of 
renewal. Asa matter of fact, I believe that that is approximately the 
rule which the courts now apply. 

That is the end of my statement. 

Senator Kerr. Ave there any questions ? 

Senator Frear. No questions, Senator. It is an interesting state- 
ment. 

(The following statement of Benjamin M. Parker, chairman of the 
taxation committee of the National Retail Merchants Association, and 
a letter from Thomas Jefferson Miley executive vice president, Com- 
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merce and Industry Association of New York, were subsequently re- 
ceived for the record :) 


STATEMENT BY BENJAMIN M. PARKER, ATLANTA, GA., ON BEHALF OF THE 
NATIONAL RETAIL MERCHANTS ASSOCIATION 


My name is Benjamin M. Parker. I am a member of the law firm of Parker 
& Parker, Atlanta, Ga., and chairman of the taxation committee of the National 
Retail Merchants Association with offices at 100 West 31st Street, New York, 
N. Y. I am also a member of the taxation committee of the American Bar 
Association. 

The National Retail Merchants Association has a membership of over 8,000 
department and specialty stores located in every State in the Union and abroad. 
Its members provide employment for several hundred thousand people and do 
an annual volume of business amounting to $19 billion. 

This. committee has received voluminous testimony in respect to the various 
provisions of H. R. 8381. I shall not attempt to address myself to all the per- 
tinent provisions of H. R. 8381 but rather confine my testimony to section 14 of 
the bill which has an important bearing on the retail industry. 

Under present tax law capital expenditures made by a lessee for the erection 
of buildings or the construction of other permanent improvements on leased 
property are recoverable through allowances for depreciation or amortization. 
Whether the taxpayer-lessee recovers his cost for improvements through de- 
preciation deductions (sec. 167) or amortization (sec. 162) depends on the 
useful life of the improvements. If the useful life of such improvements in 
the hands of the taxpayer-lessee is equal to or shorter than the remaining 
period of the lease, the allowances take the form of depreciation under section 
167. 

If, on the other hand, the estimated useful life of such property in the hands 
of the taxpayer, determined without regard to the terms of the lease, would be 
longer than the remaining period of such lease, in lieu of depreciation, the allow- 
ances take the form of annual deductions from gross income in an amount equal 
to the unrecovered cost of such capital expenditures divided by the number of 
years remaining in the term of the iease. 

It is proposed under section 14 of H. R. 8381 (85th Cong., 1st sess.) presently 
being considered by your committee that a lessee, in determining the period 
over which the cost of improvements are to be recovered, must take into account 
any renewal option periods in the lease, unless he can prove to the satisfaction 
of the Treasury that he will not exercise the options. Accordingly, unless a 
tenant can prove that he will not exercise his option, the Government will not 
permit amortization over the life of the lease but only depreciation over the 
useful life of the asset. It is readily apparent that no taxpayer can with any 
certainty make any assurances that he will not renew his lease at some future 
time. The basic function of an option in a lease is to give the tenant some 
degree of freedom to act without compelling action. For sound business reasons, 
a taxpayer may not wish to renew his lease and, thus, under H. R. 8381 would 
arrive at the end of the lease without having completely recovered the cost of 
his investment. It is not clear under current tax law whether the Treasury 
would, under such circumstances, permit the taxpayer to write off the unre- 
covered portion of his cost in the year in which the tenant moves out or liqui- 
dates. Moreover, even if the taxpayer were allowed to write off the unamor- 
tized portion of his investment in the last year of the lease, it may well be that 
such year of operation resulted in a loss with no consequent tax benefit to the 
lessee. 

The NRMA is of the opinion that the present method provided by law for 
deducting leasehold improvements does substantial justice and should be main- 
tained. 

I appreciate the time afforded to me on behalf of the National Retail Mer- 
chants Association to present these views. 
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COMMERCE AND INDUSTRY ASSOCIATION OF NEW YorK, INc., 
New York, N. Y., February 27, 1958. 
Re: H. R. 8381, section 14 disapproved. 
Hon. Harry Fioop Byrp, 
Senate Office Building, 
Washington, D. C. 

Dear SENATOR Byrp: The above bill on which your Finance Committee con- 
cluded hearings January 28 contains at section 14 a new section 178 of the In- 
ternal Revenue Code which will have a stultifying effect on building construction 
throughout the United States with the corollary of unemployment in the build- 
ing material and construction trades fields. 

The proposed amendment would require that: 

“in determining the amount allowable to a lessee as a deduction for any taxable 
year for exhaustion, wear and tear, obsolescence, or amortization— 
“(1) in respect of any building erected (or other improvement made) 
on the leased property, or 
(2) in respect of any cost of acquiring the lease, the term of the lease 
shall be treated as including any period for which the lease may be re- 
newed, extended, or continued pursuant to an option exercisable by the 
lessee, unless the lessee establishes that (as of the close of the taxable year) 
it is more probable that the lease will not be renewed, extended, or continued 
for such period than that the lease will be so renewed, extended, or 
continued.” 

Mnactment of this provision would virtually eliminate any future building 
construction on leased land. Under the situation that would be created a tax- 
payer would be faced with the impossible burden of proving that the lease 
would not be renewed many years hence. The alternative tax consequence would 
be that if the lease should not be renewed, inadequate amortization would have 
been taken over the initial period, and the unrecovered balance may become 
a deduction in a year in which it would produce no tax benefit. 

It is a common practice in all parts of the United States for a lessee to erect 
large buildings on leased land or to expend large amounts on improvements to 
existing buildings. Under existing law these capital expenditures may be depre- 
ciated over the period of the lease, without regard to any renewal options. With 
the reduced depreciation allowable under the proposed amendment, entrepreneurs 
would be discouraged from engaging in construction or building improvements on 
leased property. 

The Congress is presently weighing the advisability of revising the tax law 
with the objective of stimulating the national economy. Enactment of the pro- 
posed section 14 of H. R. 8381 would be diametrically opposed to such an ob- 
jective. As stated above, enactment of the subject provision would cause un- 
employment in a very vital segment of the nation’s industry. We respectfully 
urge it be stricken from H. R. 8381. 

Respectfully, 
THOMAS JEFFERSON MILEy, 
Executive Vice President. 


Senator Kerr. At the direction of the chairman I submit for the 
record a letter he has received from M. F. H. Duff, Floyd West & Co., 
Dallas, Tex., favoring section 24 of H. R. 8381. 

(The letter is as follows:) 


Fioyp West & Co., 
Dallas, Tezx., February 3, 1958. 
Hon. Harry F. Byrp, 
Chairman of the Senate Finance Committee, 
United States Senate, Washington, D.C. 

DEAR SENATOR ByrD: We request that the following statement on behalf of the 
undersigned partnership be considered by your committee in connection with its 
review and recommendations pertaining to H. R. 8381 recently passed by the 
House of Representatives. 
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Floyd West & Co. is a general partnership engaged in carrying on a general 
insurance agency in the State of Texas with principal office in Dallas. The 
principal income of the partnership is derived from commissions on fire, casualty, 
automobile, farm, and hail insurance policies, which are sold pursuant to certain 
contracts between the partnership and several national insurance companies 
appointing it general agent for the State of Texas. The partnership in turn ap- 
points local agents throughout the State who write most of the policies and who 
are entitled to part of the commission on all policies which they or the partner- 
ship write. The problem which the partnership wishes to call to the attention 
of this committee, and the solution for this problem- which appears to be avail- 
able only through the enactment of H. R. 8381 or similar legislation, concerns 
the method of reporting the net income of the aforesaid business for Federal 
income tax purposes. A brief description of the partnership operations related 
to the earning of its commission income will point up this problem. 

The local agents referred to above report to the partnership shortly after the 
close of each month all policies they have written for such previous month. The 
partnership is required in turn to report to the insurance companies by the 25th 
day of each month all policies written by it or its local agents during the previous 
month. On the one hand, contracts between the partnership and its local agents 
permit these agents to remit to the partnership the amount of the premiums due 
less the commission of the local agent at any time within 60 to 90 days after the 
close of the month in which the policies are written and also allow credit to the 
local agent with respect to certain policies canceled after being written. In 
fact, collections by the partnership from its local agents are made on the average 
of 75 days after the end of the month in which policies are written, some collec- 
tions always being later and the collections made constantly being subject to 
credits for cancellations. On the other hand, contracts between the partnership 
and the insurance companies require the partnership to settle its account in full 
for premiums due to the companies on policies not canceled less commissions of 
the partnership and the local agent by the 15th day of the third month following 
the month in which policies are written. This latter settlement date is manda- 
tory regardless of collection by the partnership from its local agents, and in fact 
the local agents often have not paid the partnership for amounts which the 
partnership must remit to the insurance companies. 

The partnership now accounts for its income and expenses and reports for 
Federal income tax purposes on the accrual basis. Under such method of ae- 
counting it takes into commission income for the month in which insurance 
policies are written the amount of commissions which it expects to realize out of 
the premiums on those policies after collections from its local agents and settle- 
ments with ‘the insurance companies, although such commission income is not 
beneficially realized until the local agents have remitted and may never be real- 
ized in the event of cancellations of policies. Except for a few items which are 
relatively nominal in amount by comparison with the commission income thus 
accrued all partnership expenses are paid in cash currently within the month in 
which incurred. In summary, collections of income always run behind payment 
of expenses under such accrual method of accounting. 

The partnership believes that under the cash method of accounting for both 
income and expenses, net income would be taxed to the partners in the period 
actually realized. Under the particular circumstances of our business, such 
cash method would seem clearly to reflect partnership income more accurately 
than the present accrual method. Furthermore, the cash method of accounting 
is traditionally employed by organizations which render services and which do 
not maintain inventories, including businesses similar to that conducted by this 
partnership. 

Accordingly, pursuant to the requirement of section 446 of the Internal Revenue 
Code of 1954, Floyd West & Co. filed its first application with the Commissioner 
of Internal Revenue under date of March 14, 1955, requesting permission to 
change its method of accounting and reporting for Federal income-tax purposes 
from the accrual method to the cash receipts and disbursements method, effective 
for the calendar year beginning January 1, 1955. The partnership has since filed 
two additional protective applications substantially identical with the original 
application, one dated March 23, 1956, and the other dated March 26, 1957, re- 
questing a change to the cash method of accounting effective alternatively for the 
calendar years beginning January 1, 1956, and January 1, 1957, respectively. 

Section 481 of the Internal Revenue Code of 1954 for the first time provided 
statutory rules for making adjustments in connection with changes in methods 
of accounting. In general that statute was designed to prevent the duplication 
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or omission of amounts of income and expense in accomplishing such changes. 
In the case of a change from the accrual to the cash method, the matter of pre- 
venting duplication of income and expense is the matter of principal concern. 
However, serious problems of interpretation have been raised concerning the 
treatment of adjustments made in respect of any taxable year not subject to this 
1954 Code provisions (so-called pre-1954 period adjustments). Although none of 
the applications for change made by Floyd West & Co. has involved any question 
of duplication or omission of items of income or expense attributable to the so- 
called pre-1954 adjustment period, the Department of the Treasury and the In- 
ternal Revenue Service have been unable to act on any application for change 
of accounting method involving any adjustment under section 481 since enactment 
of the 1954 Code because of the confusion in certain aspects of that statute. 
By press release issued on January 3, 1956, the Service announced that it would 
not act on such applications until issuance of regulations under sections 446 and 
481 (Internal Revenue Bulletin 1956-3, p. 32). By technical information release 
issued on February 15, 1957, the Service stated that proposed regulations under 
sections 446 and 481 would not be issued at that time “in view of the announced 
consideration of technical problems in connection with section 481 by the Sub- 
committee on Internal Revenue Taxation of the Committee on Ways and Means 
and the consequent possibility of legislation which would amend this section” 
(Internal Revenue Bulletin 1957-9, p. 38). This is the situation existing today. 

By reason of the inability of the Service to act on the applications for change 
to the cash method of accounting filed by Floyd West & Co., the partnership is 
required to continue its accounting and preparation of income-tax returns in- 
definitely on the accrual method. Under the present estimated tax requirements 
applicable to the individual members of the partnership, income tax is currently 
payable on sizable net income before the partnership has realized such income in 
eash. The result is an actual prepayment of tax by the partners on income not 
yet realized. Only a change to the cash method of accounting by the partnership 
can eliminate this acutely burdensome result. 

On June 26, 1957, Representative Wilbur D. Mills introduced in the House 
of Representatives a bill designated H. R. 8381 of the 85th Congress, 1st session, 
which contains certain technical amendments to the Internal Revenue Code of 
1954. We understand that this bill was passed by the House of Representatives 
on January 28, 1958. Section 24 of this bill proposes certain amendments to sec- 
tion 481 relating to adjustments required by changes in method of accounting. 
As presently drafted we understand that the amendments contained therein 
clarify the problems of intepretation existing in the present form of section 481. 
As a result, we further understand that under the language of this bill the 
Internal Revenue Service wil be able to promulgate regulations under sections 
446 and 481 and to act upon aplications for change of accounting method such 
as those heretofore filed by Floyd West & Co. 

In conclusion we respectfully urge your committee to recommend and support 
the passage by the United States Senate of H. R. 8381 or other legislation embody- 
ing the substantive provisions of section 24 thereof at the present session of the 
Congress. 

Sincerely yours, 
Froyp West & Co., 
By F. H. Durr, Partner. 


Senator Kerr. Our last witness today is Mr. Meyer M. Goldstein, 
who is interested in section 25 of this bill. Will you have a seat, 
Mr. Goldstein. 


STATEMENT OF MEYER R. GOLDSTEIN, EXECUTIVE DIRECTOR, 
PENSION PLANNING CO., NEW YORK, N. Y. 


Mr. Goupsreix. Mr. Chairman, I am Meyer M. Goldstein, of the 
Pension Planning Co., of New York. 

I am here with reference to section 25, which appears on page 34 
of H. R. 8381. 

Section 25 has the title “Denial of Exemption to Organizations En- 
gaged in Prohibited Transactions.” It deals with pension, profit- 
sharing, stock bonus, and employee trusts generally. 
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The 1954 Code for the first time drew employees’ trusts together 
with the regular exempt organizations, and hence brought to the front 
this question about lending money without adequate security and a 
fair rate of return. 

As a result, the House of Representatives came out with this pro- 
posal to give relief. My point is that the relief is all right so far as 
publicly owned companies are concerned, but of no use to closely held 
corporations and small business. Out of the 40,000 tax-qualified 
employee plans and trusts throughout the United States, it is my 
guess that no more than 10 percent could meet these proposed invest- 
ment standards because they are publicly owned; but 90 percent, or 
36,000 of the 40,000 plans, cannot meet them. 

So section 25, as now drafted, is no relief at all to small business. 

I come here today, as a result of a letter I wrote to Senater Spark- 
man, chairman of the United States Senate Select Committee on 
Small Business. I gave Senator Sparkman some of the background 
of my thinking on this subject, and he was kind enough to arrange 
that I appear here today, because my suggestions fit right in with 
what. the Senate Select Committee on Small Business is trying to do, 

The reasons why the proposed relief of section 25 has no practical 
utility for small business is because the standards that are set up 
are built upon the principles of marketability and outside ownership. 
That is, the only employees’ trusts that could meet the requirements 
of section 25 would be those of publicly owned companies whose obli- 
gations are listed on a stock exchange or over the counter, and where 
the outside public would own at least twice as much of the employer 
obligations as would the employees’ trust. 

Therefore, closely held corporations which do not have a market 
for any of their obligations could not meet the test of section 25. This 
is obvious by definition, because, being closely held, they can’t be pub- 
licly owned. 

Senator Kerr. That is, there is no publicly known measuring rod 
of the standard of value? 

Mr. Gorpste1n. That is exactly right. An integral part of this 
proposed ownership standard of section 25 is that there be a 2-to-1 
ownership by outside parties. So if an employer wanted to sell $100,- 
000 worth of debentures to the pension trust, it would have to have 
$200,000 owned by outside purchasers, and this is impractical] in closely 
held corporations. 

Those proposed standards of section 25 developed as a result of 
the hearings before the subcommittee of the House Ways and Means 
Committee, where the United States Steel and American Telephone & 
Telegraph gave practical examples of how impractical it was without 
some relief. So section 25 has given relief which is adequate for that 
type of publicly owned company. 

But, as I said before, it offers no relief at all to small business. 
Therefore, one way or another, unless Congress wants to discriminate 
against small business, which I know Congress does not want to do, 
it would be doing exactly that if they passed this section 25 as is. 
Thus, section 25 needs to be liberalized in such a way as will satisfy 
the basic objectives of investment standards of Congress without at 
the same time discriminating against small business. 

I have suggested an alternate test of “value” instead of marketabil- 
ity or outside ownership for your consideration as part of my formal 
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statement, of which a copy is attached, as paragraph IV, entitled 
“Establish Alternate ‘Value’ Investment Test That Small Business 
Can Meet.” I have given a suggestion that the net worth would be 
twice the outstanding debt; that the net working capital equal the 
debt; that the term of the obligation should not exceed, say, 25 to 30 
years with sinking fund requirements that half of the obligation be 
paid off over the life of the debentures ; that the rate of interest be, say, 
i percent more than the prevailing rate for bonds, and that the past 
earnings record show they could earn, at least 3 times over, the interest 
and the sinking fund requirements, 

I do not hold any brief for this “value test” as being something that 
you could say is the alpha and omega of all investment standards. The 
point is, that I am trying to give some practical standards of value so 
that small business might be able to qualify under section 25. 

Thus, I am suggesting alternate standards. A company could 
qualify ‘under either rstandard it chooses. The marketability and own- 
ership standards of section 25 as now drafted would be practical for 
publicly-owned companies, and my alternate “value” test could be 
practical for small business. Then you would have the same equality 
where small business could invest up to 25 percent of their employees’ 
trusts in unsecured debentures, the same as publicly-owned companies. 

From the moral standpoint, I might make this observation: that 
most of the employees’ trusts in the United States are voluntary. They 
were set up by an employer who wanted to do something for his em- 
ployees, and therefore he did it with the right motive, the right spirit. 

Secondly, if he were to sell an unsecured tlebenture to his employ ees’ 
trust, it would have priority over his commonstock ownership in the 
event of liquidation, ete. It would be ahead of his lifetime savings. 
Therefore, before any of the employee participants could get hurt, 
the employer’s lifetime savings would have to evaporate to zero. So 
the employer is sitting in a junior position and he is giving his em- 
ployees a preferred position when he is giving them the prior protec- 
tion of debentures. So far as good faith, it seems the “small test” as 
the Revenue Service calls it. It is something which makes sense from 
the standpoint of the morals of the situation. 

As an alternate to any specific investment standards in section 25, if 
Congress wants no investment tests at all, it could restrict section 25 
to the single control of 25 percent maximum limitation, i. e., say that 
none of the employees’ trusts can invest more than 25 percent in unse- 
eured debentures, whether they are publicly owned, closely held or 
anything else. That, of course, would be the simplest rule. 

That would merely use subsection (3) on page 36 of H. R. 8381, 
namely, that not more than 25 percent of the assets of the trust is 
invested in obligations of persons described in subsection (c). 

Small business and publicly owned business could live with that 
simple definition of a 25 percent limitation, because there are existing 
now and there have been other fundamental controls in the Revenue 
Code. That is, basically, all employer investments including pre- 
ferred stock, common stock, debentures, etc., must be for the exclusive 
benefit of the employee participants. The exclusive benefit test has 
been in the code as long as I can remember, I think all the way back 
to 1913. Since we have had anything about pensions that has been 
the purpose in the language and the intent of Congress. So we now 
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have that fundamental control. The Revenue Service has developed 
some very effective rules, such as employer securities cannot be sold to 
an employees’ trust for anything more than a fair value and a reason- 
able rate of return, and there also has to be sufficient liquidity left in 
the fund so that any employee who comes up to retirement can obtain 
the benefits to which he is entitled. 

There is another observation I would like to make about this whole 
field, and that is this aspect of the catastrophe element. Nothing can 
happen to cause every employee to become age 65 overnight in a 
pension plan. It has to take a generation. A man is 40 years of 
age. It has got to take him 25 years to reach age 65. So as a going 
pian you cannot have a sudden demand on every penny of a pension 
fund that requires it to be 100 percent liquid at all times. 

Like a savings bank, they can lend you on a 20-year mortgage 
because everybody isn’t going to come and get their money at any 
one time. So, therefore, if you did have 25 percent of employees’ 
trust funds invested in unsecured debentures of closely held corpora- 
tions, and assuming that they did not have any market, that wouldn't 
necessarily be fatal to the long-term operation of the plan. 

Senator Kerr. The fact that it might be long-term would not of 
itself make it ineligible if the long-term value was there. 

Mr. Goupstern. Exactly right. Now it is interesting in passing 
that as far as any statistics that we have, we do not find the abuses in 
this field that there have been in the welfare field, particularly in the 
joint labor-management that we have all been reading so much about 
and that Senator Douglas’ committee has been so active on, and so 
forth. 

The abuses have been almost entirely welfare plans, such as group 
life insurance, hospitalization, surgical with insurance commissions 
payable and all that sort of thing. But there haven’t been these 
abuses in pension funds and certainly not in single employer volun- 
tarily established pension funds where the employer doesn’t want to 
waste his own money because it would cost him more money to run 
these plans. 

The only investment statistics we really have as to employer securi- 
ties is the study made by the New York State Banking Department in 
1955. This study covered 60 percent of the assets of all of the 
pension trust funds in America at that time. They found less than 
one-fourth of 1 percent were not of prime investment grade. So there 
hasn’t been the crying need for Congress to say, “Well, we have got 
to do something here to protect these poor people that are going to 
be deprived of their pension benefits after a lifetime of work.” 

You have all the other motivations which are inherent in the em- 
plover-employee relationship. 

And then finally you have these new disclosure laws. There are a 
half dozen States that have established disclosure laws that employers 
have to file reports every year. So all the employee participants will 
be told if they have funds invested in employer debentures. The 
Congress, as you well know, is also considering a disclosure law. So 
we have a new development even since the Revenue Code of 1954 that 
may make specific investment tests unnecessary. 

So maybe what Congress ought to do is let the present tax laws as 
they are, with perhaps this 25 percent maximum limitation on invest- 
ment in employer unsecured debentures. Then give the disclosure 
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laws a chance to operate, and see if they do enough self-policing to 
rotect all the employees sufficiently. If they do, maybe that is a 
better control than a tax control anyhow. 

I would like to give you two other aspects and I will be finished. 
That is, that small business today needs these plans the same as pub- 
licly owned business to attract employees, to hold employees, and to 
gracefully retire employees. 

It so happens that I have pioneered in this subject since 1931, and 
we call ourselves the oldest independent consultants in the United 
States. I think we are. We have a good cross section of all size 
businesses of all types as our clients. Originally publicly owned com- 
panies started these plans, but now small and medium size businesses 
need them just. as much and hav e them just as much as publicly owned 
companies, for the same reason. If you are running a medium-sized 
business and you want to hire a chemist or an engineer, you have to 
offer these fringe benefits to get them to come to work for you instead 
of going to work for one of the publicly owned corporations. Se any 
way you look at it, Congress always has encouraged the development of 
these plans, and my whole plea here tod: ay is ths at that same purpose be 
continued by making the does just as open for small business as for 
publicly ow ned companies. 

Investment in employer debentures is not the sort of thing that is 
one sided, that is for the exclusive benefit of the employer. If the 
employers do invest the employees’ trusts in company debentures, the 

employees can benefit. For example, | percent higher interest return 

on a pension fund over a long period of time could enable the company 
to improve the benefits to their employees by about a fourth, by almost 
25 percent. That is, if you assume the fund is going to e: wn 2% per- 
cent compound interest and instead it earns 314. percent interest, that 
extra 1 percent, long-term compounded, would enable the company to 
improve the pension benefits to the employees by almost one-fourth 
without it costing the company another dime. 

Surely, the Congress doesn’t want to stand in the way of small busi- 
ness or publicly owned companies doing something that is for the good 
of their employees. 

E mployees can also benefit in another way by making it possible to 
invest in employer debentures, through a tie in with section 303 IRC. 
You will remember that when the Congress introduced section 303, the 
purpose of it was to prevent small business from disapeparing when 
the owner died. 

Investment of employees’ trusts in employer debentures is another 
way that helps that same problem. Let us say that the founder of 
the small business dies, and his Federal estate-tax bill is $100,000. 
His executor doesn’t have the cash. Section 303 says, “You can sell 
some of your stock to the corporation without any ordinary or capital 
gains tax.” But the corporation says, “What are we going to use 
for money? Our keyman is dead and our business credit 1s impaired. Ff 

Here is a way to find the cash. If a pension trust. has $400,000 of 
liquid securities at that time, the closely held company can sell 
$100,000 of unsecured debentures to the pension trust and get the 
$100,000 cash. Then the corporation can buy $100,000 of company 
stock from the estate and the executor can pay the Federal estate-tax 
bill. The Government gets its money, the business continues, it 
doesn’t have to liquidate, it doesn’t. have to merge. The employees of 
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the small business continue to hold their jobs. I have seen this in 
actual operation, so this is more than a theory. I could give you 
more reasons why this is particularly adaptable to small business, 
but I think I have indicate ane to show that it is merely a matter 
of working out a solution. To that end, I have suggested language 
in paragr aph VII, “Congress establish same rules for employer obli- 
gations as Investments in section 401 trusts,” of my prepared state- 
ment, to carry out the suggestions that I have made. 

Senator Kerr. Are there any questions / 

Thank you very much, Mr. Goldstein. 

(The prepared statement referred to is as follows:) 


STATEMENT RE SEcTION 25 or H. R. 8381, THE TECHNICAL AMENDMENTS ACT, BY 
MEYER M. GOLDSTEIN, EXECUTIVE DIRECTOR PENSION PLANNING Co., New York, 
N. ¥: 


Having had the privilege of appearance before this committee on various 
occasions dealing with employees’ trusts since 1942, it is a constant source of in- 
spiration to see this democratic process of lawmaking in action. Since we tend 
to take these privileges for granted, I um taking the liberty of mentioning it here. 

May I, today, respectfully suggest amendment of section 25 of H. R. 8881. 


I. BACKGROUND 


By way of background, an employees’ trust which is qualified under section 
401 (a) of the Internal Revenue Code is exempt under section 501 (a), unless 
it is a feeder organization (sec. 502, but not relevant here) or engages in any of 
the acts denominated as prohibited transactions (IRC, sec. 503). 

Such prohibited transactions include (IRC, 503 (¢)) a loan without the re- 
ceipt of adequate security and a reasonable rate of interest. 

The Commissioner of Internal Revenue’s announced position is that the term 
“adequate security” means something in addition to and supporting a promise to 
pay, which is so pledged to the organization that it may be sold, foreclosed upon, 
or otherwise disposed of in default of repayment of the loan, the value and 
liquidity of which security is such that it may reasonably be anticipated that 
loss of principal or interest will not result from the loan (Income Tax Regu- 
lations (Proposed), 26 C. F. R. § 1.503 (a)-—1 (h)). 

The proposed regulations take the position that unsecured debentures of a 
borrower do not constitute adequate security under section 503 (c) of the Internal 
Revenue Code. That position has been challenged by various corporations and 
the proposed section 25 of H. R. 8381 is intended to give some relief. 


If. PROPOSED RELIEF SECTION 25 OF H. R. 8581 


The proposed relief section 25 would allow a purchase of unsecured employer 
debentures under these conditions: 

A. The purchase price must be— 

1. The prevailing price on a national securities exchange, or not more 
than the over-the-counter offering price quoted by persons independent of 
the employer ; or 

2. Not greater than an underwriter’s public offering price, and equal to 
the price at which a substantial portion of the issue is acquired by inde- 
pendent purchasers ; or 

3. Not more than the current price paid to the employer by independent 
purchasers for a substantial portion of the issue. 

B. In addition to any of the foregoing requirements, any one issue of deben- 
tures must be held as follows, immediately after acquisition- 

i. By the trust—not more than 25 percent; 

2. By independent purchasers—at least 50 percent. 

©. Furthermore, not more than 25 percent of the trust assets at the time of 
the investment may represent the employer's obligations. 

D. Also, as to purchases after November 8, 1956, the covering indenture must 
contain a negative pledge that if the employer later places a lien on substan- 
tially all of its property, the debentures will be given security as good as the 
lien’s. 
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III. PROPOSED RELIEF USELESS FOR SMALL BUSINESS 









We respectfuly submit that the proposed amendment would give relief to 
publicly owned companies but obviously does not go far enough to be of any help 
to closely held corporations and to small business generally. 

Any relief provision for small business cannot be based on marketability or 
ownership—such as that independent purchasers own at least twice as much of 
the outstanding debentures—because most closely held and small business would 
not have any ready market for their debentures. In fact, the debentures would 
generally be created for, and owned exclusively by, the employees’ trust. 

Thus, it would be impractical to expect small business to meet these proposed 
stringent requirements of marketability and outside ownership. Therefore, for 
all practical purposes, small business would be unable to sell unsecured deben- 
tures to their employee pension and profit-sharing trusts if the proposed section 
25 of the bill became the law. 





















IV. ESTABLISH ALTERNATE VALUE INVESTMENT TEST THAT SMALL BUSINESS CAN MEET 










Hence, we respectfully suggest that section 25 be liberalized to enable “small 
business” to benefit from this proposed relief section. This relief might be 
made possible by establishing ‘‘value” as an alternate test. For instance, an 
alternate “value” test that “small business” might be able to meet, might be: 
A. The net worth of the business should be at least twice the out- 
standing debt (including the employer debentures) ; 
B. The net working capital should at least equal the debt ; 
C. The term of the unsecured debentures should be no more than, say, 
25 or 30 years, with a sinking fund requirement so as to amortize at least 
half of the debentures prior to maturity ; 
D. The rate of interest be at least 1 percent more than the prevailing 
rate for prime bonds; and 
Kk. The past earnings record of the company should indicate its ability 
to meet interest and sinking fund requirements at least, say, three times. 
We recognize that the foregoing alternate ‘“‘value” test is no complete substi- 
tute for investment judgment, but this merely reflects the difficulty of trying to 
establish any kind of investment rules or standards. 

































V. EACH CORPORATION CAN CHOOSE EITHER TES1 








Our suggestion, therefore, is that each corporation be given the choice of either 
meeting the marketability and ownership tests of the proposed section 25 of 
H. R. 8381 or our above-stated alternate “value” test. 
















VI. ARE ANY SPECIFIC CONTROLS NECESSARY ? 











The problem of setting up investment tests brings up the basic question as to 
whether any specific investment controls are necessary, beyond, perhaps, a 25 
percent ceiling on the amount of debentures that may be owned by an employees’ 
trust. 

As you know, employees’ trusts became included as “exempt organizations” 
along with charitable, religious, and educational organizations under section 
501 of the 1954 Internal Revenue Code. As a consequence of this joinder, there 
developed this problem of the prohibition against lending money to the employer 
without adequate security and a reasonable rate of interest. 

Perhaps the existing investment rules of the Internal Revenue Service deal- 
ing with investment in employer securities, generally, if applied to unsecured 
employer debentures, would suffice to solve the problem and avoid the necessity 
for any investment tests of any kind. 











A. Internal Revenue Code exclusive benefit requirement 

The Internal Revenue Code now maintains that an exempt employees’ trust 
must be maintained and operated for the exclusive benefit of employees or their 
beneficiaries. While an incidental benefit may inure to the employer through 
transactions with the trust, the primary purpose of such transactions must be 
to benefit employees. 









B. Internal Revenue investment criteria 

Further, Internal Revenue requires that : 

1. The cost of employer securities must not exceed the fair market value at 
the time of purchase. 
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2. The employer securities must provide a fair return commensurate with the 
prevailing rate. 

3. Sufficient liquidity of trust assets must be maintained so as to permit dis- 
tributions to employee participants in accordance with the terms of the plan. 


VII. CONGRESS ESTABLISH SAME RULES FOR EMPLOYER OBLIGATIONS AS INVESTMENTS 
INVESTMENTS IN SECTION 401 TRUSTS 


Therefore, the Congress might care to restate its intent so as to permit in- 
vestment of up to 25 percent of the trust assets in unsecured employer deben- 
tures, by qualified pension, profit-sharing and stock-bonus plans, if the deben- 
tures meet the other general rules which the Commissioner now applies to 
investments in employer securities generally (revenue procedure 56-12). 

This simplified procedure could be accomplished by excerpting from the pro- 
posed section 25, and using subsection (h) and (h) (8) only as follows: 

“(b) SPECIAL RULES RELATING TO LENDING BY SECTION 401 (A) TRUSTS TO CERTAIN 
PERSONS.—For purposes of subsection (c) (1), a bond, debenture, note, or certifi- 
cate or other evidence of indebtedness (hereinafter in this subsection referred to 
as ‘obligation’) acquired by a trust described in section 401 (a) shall not be 
treated as a loan made without the receipt of adequate security if * * * immedi- 
ately following acquisition of the obligation, not more than 25 percent of the 
assets of the trust is invested in obligations of persons described in sub- 
section (¢).” 


VII. INVESTMENT EXPERIENCE IN EMPLOYER INVESTMENTS SATISFACTORY 


This suggested liberalization by the Congress can be justified by investment 
experience to date. No substantial serious abuses have occurred in investment 
in employer securities which have demonstrated the need for the Congress to 
restrict the quality, by specific investment tests. (It should be noted that the 
abuses that have occurred have been almost exclusively in joint labor-manage- 
ment welfare funds and not in pension funds. ) 

For instance, a survey of funds prepared by George A. Mooney, superintendent 
of banks, State of New York, in 1955, and which represented almost 60 percent 
of all trusteed pension funds in the United States, disclosed that the nonrated 
and substandard employer securities constituted less than one-fourth of 1 percent 
of the total assets of the 1024 funds. 


IX. DISCLOSURE LAWS ARE A NEW SAFEGUARD 


Furthermore, new protection for employee participants has developed through 
the recent disclosure laws. Several States have passed such laws, including 
Washington, New York, Connecticut, California, Wisconsin, and Massachusetts. 
Others are considering them, including pending bills before Congress. 

These disclosure laws will require that the employee participants be kept in- 
formed as to investments in employer securities. This power of publicity and the 
employer-employee relationship should be given an opportunity to show whether 
it can be its own policeman. Stringent investment tests for tax approval can 
always be passed, later, if found really necessary in the public interest. 


X. SMALL BUSINESS NEEDS THESE PLANS 


Congress has always encouraged employees’ trusts. Most of the large com- 
panies of the country now have employees’ trusts. Therefore “small business” 
needs these plans in order to compete in attracting and holding desirable em- 
ployees, as well as gracefully retiring long-service superannuated or disabled 
employees. 

Practical rules for the investment of a portion of the funds in employer de- 
bentures is important to enable “small business,” “growth companies,” and 
closely held corporations to establish these funds and also find a source for 
long-term working capital without necessarily being detrimental to the employee 
participants. 

XI. EMPLOYEES BENEFIT 


Finally, the investment in employer obligations can be beneficial to the em- 
ployee participants. 
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A. Higher interest yield 

The rate of interest earned is a very vital factor in determining the amount 
of benefits which employers can grant to employees. 

Therefore, one of the objectives of investing in employer obligations is to 
endeavor to increase the yield on investments underlying the conventional pen- 
sion funds in order to use these higher yields to increase the benefits for the 
employee participants. 

For example, if a pension fund assumed that it would earn 214-percent in- 
terest and, instead, earns a continuously higher interest, the results could look 
something like this: 

Then, the benefits 


to employees 
could be increased 


If interest earned, instead of 244 percent, is— approximately— 
3 percent 10 percent. 
314 percent 22 percent. 
4 percent__- 35 percent. 
414 percent_-_ 49 percent. 
Pe OROOL.... iid nih iencncenisd odvlerereh evening: she nia ila 65 percent. 
G percent__ percent. 


Of course, these estimated figures would only apply if the interest earnings 
were maintained permanently at the higher levels indicated. 

Consequently, investment in unsecured debentures can be a benefit to em- 
ployee participants—and hence the liberalization of section 25 to encompass 
small business is desirable. 


B. Tie-in with section 303 

The right of an employer to sell its obligations to an employee trust could 
serve as another channel to permit payment of Federal estate taxes—which is 
one of the important objectives of the United States Senate Select Small 
Business Committee. For example, if the executor needed $100,000 to pay the 
Federal estate-tax bill of the deceased small business employer, and if the 
employees’ trust fund of that company had $400,000 of liquid investments, the 
corporation could then sell to the employees’ trust $100,000 of its unsecured 
debentures (representing 25 percent of the employees’ trust assets) and thereby 
obtain the cash with which to purchase sufficient employer company stock from 
the executor to enable the executor to pay the Federal estate-tax bill. 

Thus, the suggested relief of section 25 for small business would make section 
308 of the Internal Revenue Code more possible of fulfillment and thereby 
prevent small business from being absorbed by mergers due to the death of the 
small business founder and assure greater continuity of employment to em- 
ployees in the small business, etc. 


Senator Kerr. That concludes the hearing of the witnesses who had 
been scheduled to testify today. We will recess until 10 o’clock in the 
morning. 

(The following letter from John M. Barker of General Mills, Inc., 
proposing an amendment to Section 13 (c); a letter from Nathaniel 
H. Goldstick, corporation counsel of the city of Detroit, Mich.; and 
a letter from Edward Walker, peer and Paul W. Freestone, 
secretary, of the Los Angeles Police Relief Association, are made a 
part of the record :) 

GENERAL MILs, IN¢., 
Minneapolis, Minn., February 26, 1958. 
Senator Harry I. Byrn, 
Chairman, Senate Finance Committee, 
Washington, D. C. 

Dear Senator Byrp: There is attached hereto a proposal for a stopgap remedy 
of an unintended hardship in foreign business operations. Included with it is 
a detailed statement of the tax inequities in foreign operations and quite detailed 
suggestions for remedying them. 

I understand that the Senate Finance Committee is considering H. R. 8381, 
the Mills bill, and that it is the desire of the committee to limit any amendments 
to matters which are already covered therein. If the defect in the 1954 code, 
which denies an operating loss Carryover to a United States parent for losses 
incurred by foreign subsidiaries, is corrected, the biggest part of this problem 
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will be solved. This proposal is an attempt on my part to suggest the remedy 
and stay within your committee’s wishes. 

I hope that you can actively promote and support the proposed amendment, 
Others on your committee are being asked to support this proposal. 

I was delighted to read in the paper a few days ago that you have decided 
to again seek election to the Senate. I know that many outside of your home 
State are glad that you have made this decision. 

Sincerely yours, 


JOHN M. BARKER. 


PROPOSAL FOR A STOPGAP REMEDY OF AN UNINTENDED HARDSHIP IN FOREIGN 
BUSINESS OPERATIONS 


The attached document entitled “United States Business and Foreign Country 
Operations Tax Inequities of Certain Losses” was presented to the Ways and 
Means Committee of the House of Representatives. It contains suggestions to 
remove inequities and involves several sections of the Internal Revenue Code. 

Section 332 in the 1954 code denying taxpayers the right to choose whether 
losses on liquidation of a subsidiary company would be applicable, has resulted 
in an unintended hardship with regard to liquidation of foreign subsidiary cor- 
porations. The reason for this is because the net operating loss carryover per- 
mitted to the acquiring corporation upon liquidation of a domestic subsidiary 
corporation is not permitted upon liquidation of a foreign subsidiary corpora- 
tion. In order to allay further hardships, the following stopgap remedy is sug- 
gested for addition to H. R. 8381 now before the Senate Finance Committee: 

“Sec. 13 (c). NET OPERATING LOSS OF FOREIGN SUBSIDIARIES. 

“Section 172 (c) of the Internal Revenue Code of 1954 is hereby amended by 
striking the period at the end of the first sentence and inserting the following: 
“‘and in the ease of a foreign corporation shall be computed as though the cor- 
poration were a domestic corporation.” 

If this amendment is adopted, United States companies with foreign subsidi- 
aries will be able to liquidate subsidiary corporations and use losses incurred 
since 1953 as loss carryovers under section 381. Section 172 (b) permits losses 
to be carried over for 5 years following the taxable year in which the loss is 
incurred. If this stopgap remedy is adopted now, losses which have been in- 
curred since 1953 can all be included as loss carryover deductions to the acquir- 
ing corporation. If there is delay in remedying this defect, it is likely that losses 
of past years will be denied to certain taxpayers. 

It is understood that it is the desire of the committee to limit H. R. 8381 to 
its present subjects. It has been the aim in this proposal to add through section 
13 a further amendment to section 172 and to stay within the committee policy. 

It is requested that this proposal be added to H. R. 8381 because of the uncer- 
tainty that the Ways and Means Committee will report another general tax 
revision bill soon. 

JOHN M. BARKER, 
Vanager of Taxation, General Mills, Ine. 


UNITED STATES BUSINESS AND FOREIGN COUNTRY OPERATIONS TAX INEQUITIES OF 
2 
CERTAIN LOSSES 


My name is John Barker. I am manager of taxation for General Mills, Ine. 
I wish to point out certain inequitable treatment of losses incurred from busi- 
ness operations in foreign countries. Several companies listed later herein join 
with me and endorse this proposal. 


GENERAL STATEMENT 


It is the policy of the United States Government to encourage investment 
abroad by United States citizens and corporations. We as a Nation believe it is 
best for us politically and economically to attempt to raise the income and living 
standards of other countries. To this end moneys are and have been appropri- 
ated for direct economic aid and business investment has been encouraged and 
helped by such matters as: maintenance by ICA in foreign countries of experts 
in business to advise American business on possible investments ; appropriation 
of moneys to insure business investments in foreign countries as protection 
against expropriation and exchange convertibility. To some extent our tax laws, 
through the Internal Revenue Code, have helped to attract foreign investment. 

All will agree that there is a risk of loss in any business undertaking. A 


foreign 
tances, 
labor @ 
to assu 
on a fo 
States | 
from a 
instance 
by the 
This 
in fore 
out the 
to offe 
ments 


Subc 
corpor: 
mine i 
involve 
which 
corpor 

Sect 
comple 
for in 
sion i 
sectio1 
that t 
gain, b 
purpos 
loss in 
ing C0! 
the pa 
loss of 

In | 
take c 
loss i: 
tion a 
Unites 
parent 
contai 
sectio 
this ¢ 
ordin: 

To 
paren 
foreig 
where 
be ta: 

Unite 
a fore 
subsit 
To 
State: 
amen 
(1) 
“(J 
acqui 
sectic 
(Z} 
"ee 
em 
liquic 
a 


carry 





untry 
Ss and 
ms to 
de, 
ether 
sulted 
y cor- 
’ per- 
diary 
pora- 
; Sug- 
e: 


ed by 
ving: 
> cor- 


bsidi- 
urred 
osses 
Ss is 
n in- 
‘quir- 


OSSes 


S1 to 
ction 
olicy. 
ncer- 
| tax 


ment 

it is 
iving 
opri- 

and 
yerts 
ition 
tion 
aws, 
nent. 
| ae 


TECHNICAL AMENDMENTS ACT OF 1958 201 


foreign business carries an even greater risk of loss because of geographic dis- 
tances, language barriers, foreign exchange problems, differences in skills of 
labor and differences in political atmosphere, to name a few. Business is willing 
to assume the risks of loss on foreign investments, however, if a loss is incurred 
on a foreign investment, it is only fair that the tax consequences in the United 
States should be at least as favorable as they would be if the loss was incurred 
from a United States investment. Unfortunately this is not the case, and in many 
instances a loss on a foreign investment cannot be deducted for tax purposes 
by the United States corporation which made the foreign investment. 

This memorandum will deal with investments by United States corporations 
in foreign countries by the use of foreign corporations, and will attempt to point 
out the various tax problems and to suggest solutions. No attempt will be made 
to offer suggestions or make any analysis of the tax consequences of invest- 
ments abroad by individuals. 


THE PROBLEM OF NONRECOGNIZED OPERATING LOSSES, SUBCHAPTER CO 


Subchapter C of the Internal Revenue Code of 1954 is applicable to foreign 
corporations. Section 367 gives the Secretary or his delegate authority to deter- 
mine if gain shall be recognized on certain exchanges if a foreign corporation is 
involved in the exchange but there is no provision anywhere in this subchapter 
which provides for the recognition of losses in exchanges which involve a foreign 
corporation. 

Section 332 of subchapter C provides for the nonrecognition of gain or loss on 
complete liquidation of subsidiary corporations. When this section was written 
for inclusion in the 1954 code, it was changed from the previous similar provi- 
sion in the 1939 code so as to deny taxpayers the right to choose whether the 
section would be applicable or not. The argument for this denial of choice was 
that the taxpayer could choose to come under the section in case there was a 
gain, but choose not to come under the section if there was a loss. It was not the 
purpose or policy, however, in making this change in the code, to deny an operating 
loss incurred by the subsidiary corporation as a deduction to the parent or acquir- 
ing corporation. Therefore, section 381 was concurrently enacted which permits 
the parent corporation to deduct as an operating loss carryover, the net operating 
loss of the subsidiary corporation. 

In making these changes in subchapter C there was no provision made to 
take care of the case in which a foreign subsidiary corporation with an operating 
loss is liquidated. By the terms of section 332 no loss is recognized on liquida- 
tion and, furthermore, no loss carryover under section 381 is available to the 
United States parent corporation. The reason no loss carryover is available to the 
parent company is because the definition of the term “net operating loss” as 
contained in section 172 (c) is made applicable to section 381. The definition in 
section 172 (c) reads in part, “* * * the excess of the deductions allowed by 
this chapter over the gross income.” Because the foreign corporation will not 
ordinarily have deductions under the code, it will not have a net operating loss. 

To summarize the pattern as it now exists in subchapter C—United States 
parent corporations can be taxed on gains resulting from liquidation of a 
foreign subsidiary corporation if so determined by the Secretary or his delegate, 
whereas the United States parent of a domestic subsidiary corporation cannot 
be taxed upon gains resulting from liquidation of the subsidiary corporation—a 
United States parent corporation cannot inherit the operating loss carryover of 
a foreign subsidiary corporation whereas the United States parent of a domestic 
subsidiary corporation can inherit the loss carryover from the subsidiary. 

To correct this inequity and to encourage business investment by United 
States corporations through foreign subsidiary corporations, the following 
amendments to the Internal Revenue Code of 1954 are suggested : 

(1) Change section 172 (h) (1) to read as follows: 

“(1) For treatment of net operating loss carryovers in certain corporate 
acquisitions and for definition of net operating loss of a foreign corporation ; see 
section 381.” 

(2) Adda new paragraph (d) to section 332: 

“(d) Special rule for liquidation of a foreign subsidiary corporation—if— 

“(1) A foreign corporation is liquidated and Subsection (a) applies to such 
liquidation, and 

“(2) The parent corporation incurs a loss and there is no net operating loss 
carryover under Section 381 on account of the liquidation, 
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“then section 165 will apply and the nonrecognition of loss provided in subsec- 
tion (a) of this section will not apply.” 

(3) Add a new subparagraph D to section 381 (c) (1): 

“(D) For the purpose of this section, the term ‘net operating loss’ (for any 
taxable year ending after December 31, 1953) shall mean in the case of a foreign 
corporation, the excess of the deductions which would be allowed by Chapter I 
over the gross income whether or not the foreign corporation was subject in 
whole or in part to taxation under this subtitle A, and whether or not the 
foreign corporation is subject to tax in accordance with section 882. This sec- 
tion will be applicable to the acquiring corporation only if it succeeds to and 
operates the business of the foreign corporation.” 








RESULTS UNDER SUBCHAPTER C OF THE PROPOSED AMENDMENTS 





If the proposed amendments are adopted, the following results will be 
obtained : 

(1) The net operating loss of a foreign subsidiary corporation will be avail- 
able to the United States parent corporation as a deduction the same as is the 
case for a net operating loss of a domestic subsidiary corporation. 

(2) The power of the Secretary to determine if gains on liquidations of 
foreign subsidiary corporations are to be taxed is not changed. 

(3) ‘The United States parent corporation can only inherit the net operating 
loss of the foreign subsidiary if it succeeds to and operates the business of the 
foreign subsidiary. 

(4) The policy of encouraging foreign investments by United States corpora- 
tions is obviously helped. 

(5) The discrimination against recognition of losses on investments in 
foreign subsidiary companies is eliminated. 


LOSSES IF SUBSCRIBER O IS NOT APPLICABLE—-LOSSES ON INVESTMENTS 


It will not be possible in all instances for a United States corporation to 
continue the business of its foreign corporation in the foreign country. This 
may be because the foreign country does not permit a United States corporation 
to do business in the country; it may be because the United States corporation 
does not wish to subject its assets and operations to foreign attachment, 
scrutiny, risk, control, or other business reasons; or it may be that the foreign 
enterprise is unprofitable and should not be continued. 

In such cases as these, if the foreign corporation is liquidated, one of several 
possible tax consequences can now come to pass: 

(1) If the United States company owns 95 percent or more of the stock in 
the foreign company, it may have an ordinary loss on the stock investment, but 
to qualify the stock must be worthless. If there is only partial worthlessness, 
then no loss is recognized. 

(2) If the United States corporation owns 80 percent or more of the stock 
in the foreign corporation, and in liquidation it receives any distribution on the 
stock (regardless of the amount and regardless of what part of the cost is 
recovered), then no part of the loss on the stock will be available to the United 
States corporation at the time of the liquidation nor at any time thereafter. 

(3) If the United States corporation owns less than 80 percent of the stock 
in the foreign corporation, it may have a capital loss on the stock which can 
only be deducted against other capital gains. If the loss is ever deductible 
against capital gains, the tax benefit from the loss will only be at the lower 
capital-gain rates. 

It is the policy of the United States to tax as ordinary income at regular 
corporation tax rates any dividends received by a United States corporation 
from a foreign corporation. By reason of the foreign tax-credit provisions of 
the code, the tax on this dividend income will never be less than the United 
States tax rate. Ordinarily the United States company pays United States 
taxes on the dividend at a rate which is equivalent to the difference between the 
United States rate and the rate applicable to corporations in the foreign 
country. 

The policy which permits United States corporations to take credit for foreign 
income taxes paid by foreign corporations prohibits double taxation and is defi- 
nitely an encouragement to foreign investment. It should be stressed, however, 
that this encouragement come only if the foreign enterprise is successful and 
ean pay dividends from income. 
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It is suggested that if a foreign corporation fails there should be no doubt 
that any loss incurred by a United States company from such failure be fully 
deductible for tax purposes. ‘This should be the result if a certain minimum 
percentage of ownership in the foreign corporation is in the United States 
company. 

The following is suggested as an amendment to the Internal Revenue Code of 
1954 : 

Adda new paragraph numbered (4) to section 165 (g) : 

“(4) Securities in foreign corporations. 

“For the purpose of paragraph (1) any security in a foreign corporation 
affiliated with a taxpayer which is a domestic corporation and which becomes 
worthless in whole or in part shall not be treated as a capital asset and the 
excess of the basis (as provided in section 1011) of the security over the cash 
and fair market value of other property received in cancellation of such security 
shall be allowed as a deduction under this section. For the purpose of the 
preceding sentence, a foreign corporation shall be treated as affiliated with the 
taxpayer only if— 

“(A) At least 10 percent of its voting stock is owned directly by the 
taxpayer, and, 

“(B) More than 90 percent of the aggregate of its gross receipts, if any, 
for all taxable years has been from sources other than royalties, rents (ex- 
cept rents derived from rental of properties to employees of the corporation 
in the ordinary course of its operating business), dividends, interest (ex- 
cept interest received on deferred purchase price of operating assets sold), 
annuities, and gains from sales or exchanges of stocks and securities. 

“In computing gross receipts for the purposes of the preceding sentence, 
dividends, interest, or rent received by the foreign corporation from an- 
other foreign corporation which meets the aggregate gross receipts require- 
ment shall not be taken into account and gross receipts from sales or 
exchanges of stocks and securities shall be taken into account only to the 
extent of gains therefrom. 

“This subparagraph (4) shall only be applicable if Section 381 (c) (1) 
(D) is not applicable to the domestic corporation.” 


RESULTS OF THE PROPOSED AMENDMENT TO INVESTMENT LOSSES 


The suggested amendment will recognize a loss if the United States corpora- 
tion owns 10 percent or more of the voting stock of the foreign corporation. 
This percentage is the same as is required to obtain the foreign tax credit on 
dividends. It is recommended not only to be uniform with the foreign tax 
credit provisions of the code, but also because it encourages United States 
industry to pool resources to form foreign corporations. It also recognizes 
that certain foreign countries limit the percentage of United States ownership 
in their domestic corporations. 

The proposal recognizes as an ordinary loss complete or partial losses result- 
ing from investment in securities in foreign corporations. This is suggested 
because the foreign business is, in effect, an extension of the identical business 
of the United States company. The foreign investment is not in the broad 
sense a capital investment because in most instances the foreign corporation 
exists because of the requirements of the foreign country or for business rea- 
sons separate and distinct from tax considerations. The proposal also takes 
account of the fact that if foreign operations are carried on through a branch 
of the United States company, losses are fully deductible currently as they are 
incurred. With the adoption of this proposal, the tax consequences of foreign 
losses are substantially identical whether the form of the organization is a 
foreign corporation or a branch of a United States company. 

The gross receipts test is suggested to keep this proposed section from be- 
coming a device for tax avoidance. The exception from gross receipts for 
dividends, interest, and rent received by a foreign corporation from another 
foreign corporation is included because it is often necessary and desirable to 
operate in a foreign field through more than one corporation. For example, 
a foreign corporation already in existence may be purchased, but to protect 
other assets to be acquired, it may be desirable to avoid a possible attach- 
ment of the new assets by placing them in a new corporation. Experience indi- 
cates that in some foreign countries the existence of recorded liens, the avail- 
ability of audited financial statements, and the credit standing of possible sellers 
leaves much to be desired. 
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A loss on securities will only be applicable if the loss carryover is not appli- 
cable to the taxpayer. The amount of the loss cannot exceed the cost to the 
United States company of the investment in the stock of the foreign corporation. 

If the suggestions herein are adopted, foreign investment by United States 
corporations will be encouraged and there will be equitable treatment of losses 
from foreign operations under the Internal Revenue Code. 

The following companies join with General Mills, Inc., in recommending that 
the suggestions herein be adopted : 

Allis-Chalmers Manufacturing Co., Milwaukee, Wis. 
Campbell Soup Co., Camden, N. J. 

Crouse-Hinds Co., Syracuse, N. Y. 

Deere & Co., Moline, Ill. 

Economics Laboratory, Inc., St. Paul, Minn. 

Ex-Cell-O Corp., Detroit, Mich. 

H. L. Green Co., Inc., New York, N. Y. 

International Telephone & Telegraph Corp., New York, N. Y. 
Jones & Laughlin Steel Corp., Pittsburgh, Pa. 

Leslie Salt Co., San Francisco, Calif. 

Mack Trucks, Inc., Plainfield, N. J. 

Minnesota Mining & Manufacturing Co., St. Paul, Minn. 
Norton Co., Worcester, Mass. 

Santa Fe Drilling Co., Whittier, Calif. 

Standard Pressed Steel Co., Jenkintown, Pa. 

Stanley Home Products, Inc., Easthampton, Mass. 
Stokely-Van Camp, Inc., Indianapolis, Ind. 

The National Supply Co., Pittsburgh, Pa. 

The Yale & Towne Manufacturing Co., New York, N. Y. 
Walgreen Drug Stores, Chicago, III. 

Winston Bros. Co., Minneapolis, Minn. 

For summary purposes, all of the suggested amendments to the Internal Rev- 
enue Code of 1954 which are contained herein are attached in section number 
order. 

Respectfully submitted. 

JouNn M. BARKER, 
Manager of Taxation, General Mills, Inc. 


Dated : Friday, the 13th of December 1957. 


SUMMARY OF PROPOSED AMENDMENTS TO THE INTERNAL REVENUE Cope or 1954 


Add a new paragraph numbered (4) to section 165 (g) : 

“(4) Securities in foreign corporations. 

“For the purposes of paragraph (1) any security in a foreign corporation 
affiliated with a taxpayer which is a domestic corporation and which becomes 
worthless in whole or in part shall not be treated as a capital asset and the 
excess of the basis (as provided in sec. 1011) of the security over the cash and 
fair market value of other property received in cancellation of such security 
shall be allowed as a deduction under this section. For the purpose of the pre- 
ceding sentence a foreign corporation shall be treated as affiliated with the 
taxpayer only if— 

“(A) At least 10 percent of its voting stock is owned directly by the 
taxpayer ; and 

“(B) More than 90 percent of the aggregate of its gross receipts, if any, 
for all taxable years has been from sources other than royalties, rents (ex- 
cept rents derived from rental of properties to employees of the corporation 
in the ordinary course of its operating business), dividends, interest (ex- 
cept interest received on deferred purchase price of operating assets sold), 
annuities, and gains from sales or exchanges of stocks and securities. 

“In computing gross receipts for the purposes of the preceding sentence, 
dividends, interest, or rent received by the foreign corporation from another 
foreign corporation which meets the aggregate gross receipts requirement 
shall not be taken into account and gross receipts from sales or exchanges 
of stocks and securities shall be taken into account only to the extent of 
gains therefrom.” 

“This subparagraph (4) shall only be applicable if section 881 (c) (1) (D) is 
not applicable to the domestic corporation.” 
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Change section 172 (h) (1) to read as follows: 

“(1) For treatment of net operating loss carryovers in certain corporate ac- 
quisitions and for definition of net operating loss of a foreign corporation, see 
section 381.” 

Add a new paragraph (d) to section 332: 

*(d) Special rule for liquidation of a foreign subsidiary corporation—if— 

“(1) A foreign corporation is liquidated and subsection (a) applies to 
such liquidation, and, 
“(2) The parent corporation incurs a loss and there is no net operating 
loss carryover under section 381 on account of the liquidation. 
“then section 165 will apply and the nonrecognition of loss provided in sub- 
section (a) of this section will not apply.” 

Add a new subparagraph (D) to section 381 (c) (1): 

“(D) For the purpose of this section the term net operating loss (for any 
taxable year ending after December 31, 1953) shall mean in the case of a foreign 
corporation the excess of the deductions which would be allowed by chapter I 
over the gross income whether or not the foreign corporation was subject in 
whole or in part to taxation under this subtitle A and whether or not the foreign 
corporation is subject to tax in accordance with section 882. This section will 
be applicable to the acquiring corporation only if it succeeds to and operates 
the business of the foreign corporation.” 


Crry or DETROIT, 
OFFICE OF THE CORPORATION COUNSEL, 
Detroit, Mich., February 27, 1958. 
UNITED STATES SENATE FINANCE COM MITTEE, 
United States Senate, Washington, D. C. 


GENTLEMEN: The following statement is submitted to your honorable com- 
mittee in behalf of the Detroit Police Benefit and Protective Association with 
respect to the Mills bill (No. 8381). The association is composed of police offi- 
cers of the city of Detroit, who pay monthly assessments into the association and 
who are entitled to insurance in the sum of $4,000, payable upon death to their 
survivors. 

The interest of the association in the bill is as follows: 

The association is presently exempt from income tax under the terms of sec- 
tion 501 (c) of the 1954 Internal Revenue Code. The section in which the asso- 
ciation is interested presently reads as follows: 

“(9) Voluntary employees’ beneficiary association providing for the payment 
of life, sick, accident, or other benefits to the members of such association or 
their dependents, if— 


“(A) no part of their net earnings inures (other than through such pay- 
ments) to the benefit of any private shareholder or individual ; and 

“(B) eighty-five percent or more of the income consists of amounts col- 
lected from members and amounts contributed to the association by the 
employer of the members for the sole purpose of making such payments and 
meeting expenses. 

“(10) Voluntary employees’ beneficiary associations providing for the pay- 
ment of life, sick, accident, or other benefits to the members of such association 
or their dependents or their designated beneficiaries, if— 

“(A) admission to membership in such association is limited to individ- 
uals who are officers or employees of the United States Government; and 

“(B) no part of the net earnings of such association inures (other than 
through such payments) to the benefit of any private shareholder or in- 
dividual. * * *” 


Under the terms of this section, the association is entitled to exemption as 
long as 85 percent or more of its income consists of contributions collected from 
employers and members and not more than 15 percent of its income is derived 
from other sources. The association is now dangerously near the 15-percent 
profit limitation by reason of the fact that its investments, consisting of United 
States Government bonds, now amount to $4 million, bringing a rate of interest 
which may exceed the limitation now contained in the code. 

Under paragraph 10 (A) of section 501 (C), no such provision for limiting the 
percentage of outside income is applicable to like associations, where the 
membership of such associations is limited to individuals who are officers or 
employees of the United States Government. It is my understanding that an 
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exception was made for such Federal employees in 1939 when post-office em- 
ployees found themselves in the same position now confronting members of the 
Detroit Police Benefit and Protective Association, at which time Congress 
amended the act so as to provide for an exception for Federal employees. 

If your honorable committee is not inclined to grant a similar exemption to 
associations composed of municipal employees, it would be agreeable to raise 
the 15-percent limitation to 20 percent, and I am sure that such increase would 
solve the problem of the association. 

If it is the desire of the committee to grant a hearing to the association, I 
would be pleased to appear at any future time at the convenience of the com- 
mittee. 

Sincerely yours, 
NATHANIEL H. GOLDSTICK, 
Corporation Counsel. 


Los ANGELES, CALIF. March 8, 1958. 
Unrrep STATES FINANCE COMMITTEE, 
Senate Office Building, Washington, D.C. 

GENTLEMEN: This statement is submitted to your honorable committee in 
behalf of the Los Angeles Police Relief Association and the Los Angeles Police 
Retirement Benefit and Insurance Association with respect to the Mills bill 
(8381). 

These associations are composed of police officers of the city of Los Angeles 
who pay dues to the associations in the form of monthly assessments. Mem- 
bers of the Police Relief Association receive life insurance coverage in the 
amount of $2,000 as well as insurance against loss of salary income. Retire- 
ment benefits and insurance members are insured against loss of life in the 
amount of $3,000. 

The associations are interested in section 501c of the Internal Revenue Code 
which provides exemption from payment of income tax by a: 

(9) Voluntary employees benefit association providing for the payment of 
life, sick, avcident, or other benefits to the members of such association as their 
dependents, if: 

(a) no part of their net earnings inures (other than through such pay- 
ments) to the benefit of any private shareholder or individual; and 

(b) 85 percent or more of the income consists of amounts collected from 
members and contributed to the association by the employer of the mem- 
bers for the sole purpose of making such payments and meeting expenses. 

Due to sound investments, much of which have been in United States Gov- 
ernment bonds, the present income from the interest on these investments ex- 
ceeds the 15 percent income limitation set forth in the code. 

While it is clear that our associations do not qualify for exemption under 
paragraph (b), it is respectfully requested that consideration be given to the 
function being performed by the members. Policemen and firemen provide : 
service vital to the security of the community and the hazards are great. It is 
imperative that adequate provision be made for them and their families in the 
event of death, injury, or sickness. 

The attention of your honorable committee is respectfully directed to of- 
ficial action taken in behalf of Government employees in 1939. Post office em- 
ployees found themselves in much the same financial position as our associations 
and were granted exemption. Congress then amended the act to _ in- 
clude other Federal employees. Under paragraph 10, section 501 (¢c), no pro- 
vision for limiting the percentage of outside income is applied to like 
associations, where the membership of such associations is limited to indi- 
viduals who are officers or employees of the United States Government. The 
paragraph reads as follows: 

(10) Voluntary employees beneficiary associations providing for the pay- 
ment of life, sickness, accident or other benefits to the members of such asso- 
ciations or their dependents or their designated beneficiaries if : 

(a) admission to membership in such association is limited to indi- 
viduals who are officers or employees of the United States Government; 

(b) no part of the net earnings of such association inures (other than 
through such payments) to the benefit of any private shareholder or 
individual. 

The Los Angeles Police Relief Association and the Los Angeles Police Retire- 
ment Benefit and Insurance Association are administered under the strict 
provisions of the insurance laws of the State of California. All of the net 
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income of both is returned to the members in the form of insurance protec- 
tion and sickness benefits. 

It is respectfully requested that favorable consideration be given to the amend- 
ing of section 501 (c), paragraph 10, of the Internal Revenue Code to include 
police officers and firemen. 

Los ANGELES POLICE RELIEF ASSOCIATION, INC., 

EDWARD WALKER, President. 

Los ANGELES RETIREMENT BENEFIT AND 
INSURANCE ASSOCIATION, INC., 

PAUL W. FREESTONE, Secretary. 


(By direction of the chairman, the following are made a part of 
the record :) 


Hocan & HARTSON, 
Washington, D.C., March 4, 1958. 
Re section 25 of H. R. 8381. 
Hon. Harry F. Byrn, 
Chairman, Committee on Finance, 
United States Senate, Washington, D. C. 

DEAR SENATOR Byrp: I have been asked to bring to the attention of your com- 
mittee, during its consideration of H. R. 8381, one provision of this bill which 
seemingly results in an unintended and inequitable discrimination between 
various debentures available as investments by an exempt pension or profit- 
sharing trust. 

Of even more importance to some pension and profit-sharing trusts, such pro- 
vision fails to protect from loss of exempt status those trusts which acquired 
certain employer debentures subsequent to November 8, 1956, without knowledge 
of the Internal Revenue Service position published on such date to the effect 
that such acquisitions would thereafter be considered prohibited transactions. 

I refer to paragraph (4) of the proposed new subsection 503 (h). This para- 
graph sets out one of the conditions which must be met if an obligation of the 
employer is to qualify for the liberalized investment treatment provided in 
subsection 503 (h). The House Report No. 775 (report of the Committee on 
Ways and Means, House of Representatives, to accompany H. R. 8381) describes 
this condition as follows: 

“In the case of an obligation acquired after November 8, 1956, such obligation 
must be issued pursuant to an indenture or other written agrement which pro- 
vides that, if the issuer of the obligation mortgages (or otherwise subjects to 
lien) substantially all of its property after the issuance of the obligation, the 
obligation will be secured by a preference no less adequate than that afforded 
by the mortgage or lien.” 

It is my understanding that most corporate obligations of the type made 
available to the public through underwriters are issued with a restriction against 
mortgaging corporate property similar to the language in paragraph (4). So 
far as these obligations are concerned, the proposed statutory language presents 
no problem. 

There is, however, at least one important industry which, because of its unique 
nature, has in the past been issuing debentures which would not meet the technical 
requirements of paragraph (4) despite the fact that a mortgage could not be 
given preference over the obligations. 

This industry is the automobile-financing industry, made up of the automobile- 
finance companies which have been supplying much of the credit needed to sustain 
a high level of automobile sales. In order to operate successfully, such companies 
require large amounts of funds, most of which must be obtained by borrowing. 
Banks have supplied some of the necessary funds. Because such a large per- 
centage of the assets of the automobile-finance companies consist of intangibles 
in the form of notes receivables, banks have been willing to lend money only 
if there is a uniformity of treatment of creditors insofar as security is concerned. 
That is, either all creditors must be secured or no creditors must be secured 
Most of the automobile-finance companies obtain bank loans under an arrange- 
ment which provides that no creditor can be secured. In such cases, if a pledge 
of assets or other assignment for the benefit of creditors should occur, the banks 
would refuse to loan additional funds and would probably call their outstanding 
loans, which are traditionally on a short-term basis. 

In addition to securing funds through banks loans, finance companies custom- 
arily borrow money by issuing debentures. Although large amounts have been 
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sold to the public through underwriters, insurance companies are the principal 
purchasers of finance-company debentures. The insurance companies have devel- 
oped standard debenture terms to fit such issues. There have been such debentures 
issued in the past which do not contain a provision, as required by paragraph (4), 
that if the issuer mortgages (or otherwise subjects to lien) substantially all 
of its property after the issuance of such debentures, such debentures will be 
secured by a preference no less adequate than that afforded by such mortgage 
(or lien). The reason such a provision is omitted is not to permit a preferential 
mortgage, rather it is because such a provision has been considered unnecessary 
to prevent such a mortgage in the automobile-finance industry, in view of the 
aforesaid requirements of the banks. 

It seems obvious that the purpose of paragraph (4) of subsection 503 (h), 
as passed by the House, is to protect a debenture-holding pension or profit-sharing 
trust by preventing the issuer of such debentures from subsequently giving a 
preferred security to a mortgage holder. 

As drafted, however, paragraph (4) contains the technical requirement that, 
as to bonds acquired after November 8, 1956, such a condition must be contained 
in the debenture or written agreement pursuant to which the obligation is 
issued. This technical requirement unfairly discriminates against those deben- 
tures which are, in fact, protected by bank agreement against a subsequent pref- 
erential mortgage but which were issued pursuant to an indenture not containing 
such a restriction. 

This unfair discrimination can be avoided without eliminating the desired 
protection of debenture holders by redrafting paragraph (4) so as to permit 
debentures to qualify for the liberalized treatment in subsection 503 (h) even 
though not issued pursuant to an indenture or other written agreement con- 
taining the restriction specified in paragraph (4) provided such a restriction is 
agreed to by the issuer in a statement filed with the Commissioner of Internal 
Revenue. In order to be effective, some means of enforcing such an agreement 
not to mortgage property would have to be provided. Retroactive disallowance 
of deductions to the pension or profit-sharing trust in the event such an agree- 
ment is violated should provide adequate means of enforcing the desired re- 
striction. By increasing the types of debentures which qualify under subsection 
503 (h), such a proposal would also decrease the number of pension and profit- 
sharing trusts which now stand to lose their exempt status for the reason that 
they acquired employer debentures subsequent to November 8, 1956, even though 
such acquisitions were made without knowledge that the Revenue Service 
deemed them “prohibited transactions.” 

A more simple solution to correct the inequities and the discrimination would 
be to exempt all debentures issued prior to July 9, 1957 (the date of the Honse 
report explaining H. R. 8381) from the condition specified in paragraph (4), 
regardless of when such debentures are acquired. Debentures issued by auto- 
mobile finance companies subsequent to that date will not doubt contain the re- 
striction specified in paragraph (4). Hence, there should be no problem in 
respect of such issues. It would, of course, be necessary for all debentures 
issued prior to July 9, 1957, to satisfy the other conditions in subsection 50° (bh) 
in order to qualify for the liberalized treatment. 

A less satisfactory and only partial solution to the problem of unfair dis- 
crimination would be to exempt debentures acquired prior to July 9, 1957, from 
the condition specified in paragraph (4), making it clear that such debentures 
would qualify for the liberalized treatment if the other three conditions of sub- 
section 505 (h) are satisfied. 

Although the last solution described above would not eliminate completely the 
unfair discrimination against automobile finance company debentures which do 
not meet the technical requirements of paragraph (4), it would provide relief 
for and solve the dilemma of any pension or profit-sharing trust which acquired 
debentures subsequent to November 8, 1956, either without knowledge that 
such acquisition was deemed by the Internal Revenue Service to be a “prohibited 
transaction” or as the result of a purchase order placed with a broker prior to 
November 8, 1956. It would be highly inequitable for such an organization to 
lose its exempt status because of such circumstances. 

It is respectfully requested that this letter be made a part of the record of 
the hearings on H. R. 8381 and that your committee consider the solutions sug- 
gested above to alleviate the discrimination and inequity in section 508 (h). 

Sincerely, 
SEYMOUR S. MINTz. 
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Marcu 4, 1958. 
SENATE FINANCE COMMITTEE, 
Senate Office Building, 
Washington, D. C. 

GENTLEMEN: The following memorandum is addressed to section 14 of H. R. 
8381, involving the depreciation of lessees’ improvements and the amortization 
of the cost of acquiring a leasehold. 

The effect of section 14 is to change present law to prevent opportunities 
for avoidance of taxation thought to exist under present law. It is submitted 
that existing opportunities for avoidance can be eliminated without the intro- 
duction of the inequities to taxpayers which would occur if section 14, in its 
present form, were enacted. 

A. Present law.—The regulations provide that as a general rule, lessees may 
write off the cost of acquiring a lease over the initial term thereof, unless the 
facts show with “reasonable certainty” that the lease will be renewed. Im- 
provements having a useful life less than the unexpired term of the lease are 
written off over their useful life. Where the useful life of the improvements 
exceeds the current term, they are written off over the remainder of the current 
term, unless there is a renewal option which is reasonably certain to be exer- 
cised. In such case, the improvements are written off over their useful life. 
See Proposed Regulations, section 1. 162-11. 

B. Discussion of section 14.—The rule of section 14 requires lessees to take 
renewal options into account unless the lessee “establishes” that it is more prob- 
able that he will not renew than that he will renew. This rule imposes serious 
burdens on lessees. It is obviously extremely difficult, if not impossible, to 
“establish” probabilities regarding the exercise of renewal options in the distant 
future. The decision to renew depends, among other things, on the future state 
of the economy in general, the physical condition of the property involved, 
and on how obsolete the property will be at the time of renewal. The only one 
of these factors with respect to which any reasonable future evaluation can be 
made is the physical condition of the property. Evaluations with respect to the 
other factors can be characterized only as speculation. Therefore, the burden 
of proof in section 14, will, in practical effect, amount to the very rule contained 
in the original form of the proposed legislation which was rejected by the House 
of Representatives. The rule originally proposed required renewal terms to be 
taken into account under all circumstances. Furthermore, the requirement in 
section 14 that the likelihood of renewal be reevaluated each year multiples the 
burden. This requirement is contrary to the policy expressed in Regulations, 
section 1.167(a)—-1(b) not to disturb the term of depreciation, once established, 
unless there is “clear and convincing evidence” to support a redetermination. 

The inequity which may arise under the proposed legislation is further illus- 
trated by the following example. Suppose a lease is purchased having an 
unexpired term of 20 years, with 3 renewal options of 20 years each. The entire 
value of the lease resides in its initial term because the rents payable are low 
and the lessee can earn substantial profits during that term. The lease provides 
that the rent for the renewal terms shall be a fair rent at the time of renewal, as 
determined by an appraisal. Since the lessee has the right to renew at a fair 
rent, he will presumably be unable to establish that the probability of renewal is 
less than the probability of nonrenewal. Under section 14, this situation appears 
to require a writeoff over an 80-year period. In the described case, the renewal 
terms have small value,if any. It is clear, then, that the lessee’s investment is in 
the initial term of the lease and not in the valueless renewal terms. To require 
a writeoff over a period including the renewal terms is unreasonable. 

Generally, taxpayers who purchase leaseholds do so primarily with a view 
to recovery of their investment and profits in the earlier rather than later years, 
or in renewal terms. Any value residing in such later years is usually smaller 
than in the initial term, or may be nonexistent. This is partially attributable to 
the decline of the income-producing potential of buildings with the passage of 
time, resulting from increasing costs of maintenance and the obsolescence factor. 
The declining income-producing level of buildings is one of the more important 
considerations underlying the allowance of declining balance depreciation to fee 
owners. It is inconsistent to afford this right to fee owners and to deny it to 
lessees in respect of leasehold costs. 

There are, of course, instances where renewal options have great value, which 
indicate, fairly clearly, the probability of renewal. For example, if a lessee 
purchases a lease whose value is attributable to a building having a 40-year 
life at the time of purchase, where the unexpired portion of the current term 
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is only 10 years, and there is a right to renew at a low rent, the lessee is prob- 
ably investing a substantial portion of his money in the renewal terms. Ina 
situation like this, however, it seems “reasonably certain’ that the option to 
renew will be exercised. Thus, the present law adequately covers this type 
of situation. There appears to be only one case presenting facts superficially 
similar to those described where it was held that the renewal term was not 
required to be taken into account by the taxpayer, Aiken Drive-In Theatre Corp, 
(P. H. T. C. M., Par. 56.136). However, in that case, the result in favor of the 
taxpayer would probably have been reached even if the rule contained in 
section 14 had been in effect. The facts in that case clearly indicated that the 
lease would not be renewed. 

C. Conclusions —The area of law to which section 14 is addressed covers 
many varied situations. Possibly, rules could be formulated which would 
do exact justice to all taxpayers concerned. However, the administrative diffi- 
culties ensuing from the extensive provisions which would be required to do so 
make it preferable to provide a broad and flexible rule to cover all situations 
with substantial equity. The present rule appears to be well suited to this 
purpose, except in cases where the lessee and the lessor are related parties. The 
eourts have, in general, prevented substantial avoidance under this rule. The 
proposed rule would create great difficulties for lessees, as described above. 
Therefore, the present rule should be allowed to stand, except insofar as it 
involves related taxpayers. 

It is proposed, even if the “reasonable certainty” language of the regulations 
is deemed too favorable to lessees, that the approach in section 14 be modified 
to avoid creating hardships. Lessees should be allowed to take into account 
only the current term of the lease unless it is substantially more probable than 
not that the lease will be renewed. The evaluation should be based on what 
the facts indicate, and the lessee should not be required to “establish” prob- 
abilities. The rule is equitable because unless the facts available at the time 
of purchase indicate a substantial probability of renewal, the lessee usually does 
not regard the renewal term as a significant aspect of his investment. On the 
other hand, the rule proposed here requires renewal terms to be taken into 
account where the renewal option has material value and thus serious avoidance 
would be prevented. Furthermore, the proposed rule seems susceptible of 
flexible and reasonable administration. 

D. Proposed revision.—Under the approach suggested here, section 178 (a) 
would read as follows: 

“(a) GENERAL RULE.—Except as provided in subsection (b), in determining 
the amount allowable to a lessee as a deduction for any taxable vear for exhaus- 
tion, wear and tear, obsolescence, or amortization— 

“(1) in respect of any building erected (or other improvement made) 

on the leased property, or 

“(2) in respect. of any cost of acquiring the lease, 
the term of the lease shall not be treated as including any period for which the 
lease may be renewed, extended, or continued pursuant to an option exercisable 
by the lessee, unless the [lessee establishes] facts indicate that [(as of the 
close of the taxable year) J it is substantially more probable that the lease will 
[not] be renewed, exended, or continued for such period than that the lease will 
not be so renewable, extended, or continued.” 

Note: Words eliminated from section 14 enclosed in black brackets; words 
added to section 14 indicated by italic. 

Respectfully submitted. 

WIEN, LANE, KLEIN & PURCELL, 
By RayMonp RuBIN. 


ToucHe, NIVEN, BaILEy & SMART 
CERTIFIED PUBLIC ACCOUNTANTS 
WASHINGTON, D. C., March 5, 1958. 

Re section 9, H. R. 8381. 

Hon. Harry FLoop Byrp, 

Chairman, Finance Committee, 
United States Senate, Washington, D.C. 
Deak SENATOR Byrp: I am writing in regard to section 9 of H. R. 8381, techni- 


eal Amendments bill of 1958, which section is entitled ‘““Remainders to Related 
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in referring to effective date states as follows: “‘The amendment made by sub- 
section (a) shall apply to taxable years ending after December 31, 1956, but 
only with respect to transfers to trusts after such date.” 

I wish to protest the setting of an effective date making this section applicable 
to taxable years ending after December 31, 1956, and to transfers to trusts after 
such date. It is my belief that this effective date provision is unfair and will 
result in undue hardship to taxpayers who in good faith made transfers under 
existing law which should result in contribution deductions pursuant to section 
170 of the Internal Revenue Code of 1954. These persons had no way of knowing 
at the time transfers were made that a law would be proposed which would retro- 
actively make such transfers nondeductible. I have in mind those taxpayers who 
made transfers in trust which meet the requirements of sections 170 (b) and 
673 (a) of the Internal Revenue Code of 1954. <A portion of the value of such 
transfers qualify as contribution deductions under existing law. 

When the list of unintended benefits and hardships was released on November 
7, 1956, there was no mention of the situation covered by section 9 and no indi- 
cation that anything like section 9 was even contemplated. Nevertheless, the 
previously unannounced section # is in the bill and June 26, 1957, the date on 
which H. R. 8381 was introduced in the House of Representatives, was the first 
date on which taxpayers could reasonably have had any idea that such action 
was contemplated. No prior public notice had ever been given that such action 
was being considered. For these reasons I believe it most unfair to make 
section 9 applicable to transfers in trust which may have been consummated 
practically 6 months before taxpayers were first made aware that any changes 
were being considered in this area. 

As a typical example, we know of an individual taxpayer who made a transfer 
in trust in early January 1957, acting in good faith and pursuant to section 
170 (b). The trust instrument provides for an annuity of a certain sum per 
year to be paid each year to an exempt charitable foundation for a period of 
30 years and further provides for income in excess of the charitable annuity 
and the remainder of the trust to be paid to the grandchild of the grantor. Using 
prescribed gift-tax tables, the value of the remainder interest in this particular 
case is approximately 9 percent. Thus, under section 9 of H. R. 8381 the present 
value of the gift to charity would not be deductible by the grantor in the year 
1957 although at the time the transfer in trust was made all provisions of both 
existing and proposed law were complied with so that a portion of the transfer 
was deductible as a charitable contribution. When the taxpayer became aware 
of section 9 for the first time, it was impossible to modify provisions of the irre- 
vocable trust so that it could now qualify under section 9. This example shows 
the injustice to one taxpayer which will result if section 9 of H. R. 8381 is 
made effective for transfers after December 31, 1956. 

We believe that it would be only fair to make section 9 of H. R. 8381 effective 
at some date later than June 26, 1957, and respectfully recommend that section 
9 be made effective for years ending after December 31, 1957, and then only to 
transfers to trust after that date. 

This recommendation is in accord with the recommendation of the Treasury 
Department as expressed in the statement of Mr. Dan Throop Smith at a hearing 
before the Senate Finance Committee on February 25, 1958, wherein he stated 
as follows: 

“* * * Special mention should also be made of the provision relating to re- 
mainders to related persons in the case of certain charitable trusts which pres- 
ently would apply to transfers to trusts made after 1956. 

“Since this provision was not offered in any formal list or bill before June 
of 1957, we think it appropriate to apply this amendment only to transfers to 
trusts made after 1957 * * *.” 

I hope your committee will give careful consideration to our recommendation. 

Respectfully submitted, 
W. Kerro ENGEL. 


STATEMENT OF JOHN F. MecK, VICE PRESIDENT AND TREASURER, DARTMOUTH COL- 
LEGE. Hanover, N. H., REPRESENTING THE COMMITTEE ON TAXATION AND FISCAL 
REPORTING TO THE FEDERAL GOVERNMENT OF THE AMERICAN COUNCIL ON Epv- 
CATION RE Sectrions 9 Anp 19 oF H. R. 8381. 

FEBRUARY 28, 1958. 
I am John F. Meck, vice president and treasurer of Dartmouth College. I 
represent, as chairman of the committee on taxation and fiscal reporting to 
the Federal Government, the American Council on Education. 
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The American Council on Education has a membership which includes 140 
educational organizations and 1,005 institutions, among them nearly all the 
accredited colleges, universities, and junior colleges in the United States. 

The committee on taxation and fiscal reporting to the Federal Government 
believes that the principle of tax exemption of colleges and universities is based 
upon the public service rendered by these nonprofit institutions. Any impair- 
ment of this principle would have the most serious consequences. One of the 
Nation’s greatest needs in this day of increasing enrollments is to strengthen 
the resources of these public service institutions in order that they may meet 
the growing demands upon them. ‘The committee believes just as firmly, how- 
ever, that all questionable practices and abuses arising from this tax-exempt 
principle should be critically examined and avoided by the colleges and uni- 
versities. It is with this in mind that I direct my comments to sections 9 and 
19 of H. R. 8881. 

SECTION 9 


Section 9 of H. R. 8381 would amend section 170 of the Revenue Code of 1954 
and, we are convinced, would have an adverse effect upon the income of many 
colleges and universities. 

It has become an established practice to set up a trust fund with a trustee, pro- 
viding that the income of the fund shall be paid to an eleemosynary institution 
for a period of 10 years or longer, after which the corpus of the fund shall be 
paid to designated persons, usually members of the grantor’s family. Such a 
trust entitles the donor to a charitable deduction on his income-tax return and 
on his gift-tax return of the commuted value of the income given to charity. 
This plan provides the donor with an incentive for making the charitable pro- 
vision rather than making a direct gift, outright or in trust, only to his 
descendants. 

The 1954 code makes possible a trust such as this for as short a period as 
2 years and generally similar in other respects to the so-called 10-year trust, 
except that the fund does not revert to the grantor. 

In section 9 of H. R. 8381 it is proposed to amend section 170 (b) (1) of the 
1954 code to provide that if the corpus of a charitable trust is to be returned 
at the end of the period of years to the grantor, or to his spouse, ancestors or 
lineal descendants, no charitable deduction shall be allowed. The amendment 
would apply not only to the short-term trusts but also to the trusts whose income 
is payable to eleemosynary institutions for 10 years or longer. 

In this period of increasing enrollments and rising costs of education, colleges 
and universities need all the assistance they can get to encourage private con- 
tributions. The present law offers the opportunity of making such contributions, 
and an incentive to do so. While the net result of the proposed legislation may 
be to increase to a small extent the resources of the Government, this will be at 
the cost of depriving colleges and universities and other charitable organizations 
of the income from this type of trust which, in the past. has been substantial. 

Because section 9, as now stands, would practically eliminate charitable trusts 
as a source of income for colleges and universities at a time when higher educa- 
tion is so vital to the national welfare, the council’s committee on taxation 
and fiscal reporting to the Federal Government urges that section 9 be deleted 
from H. R. 8381 or, at least, amended. If amended, it should be in such a manner 
as to limit its application to the short-term trust, and so as to permit charitable 
trusts to be established for a period of 10 years or longer with the same tax 
results as have been recognized since long before the 1954 code. 


SECTION 19 


Turning now to section 19, I should like to point out that under present law, 
colleges can buy annuity contracts for their employees, and the employee pays 
no tax until he retires and starts receiving payments. 

In hearings in November 1956 before the Subcommittee on Internal Revenue 
Taxation of the House Committee on Ways and Means, the spokesman for the 
Council’s Committee on Taxation and Fiscal Reporting to the Federal Govern- 
ment opposed a proposal of the Treasury Department to limit annuity con- 
tributions of tax exempt organizations for their employees to 10 percent of 
salary. The Council’s witness pointed out that the instances of diverting salary 
payments to the purchase of annuities are isolated ones, and can be taken care 
of by regulations under existing law. Such an approach, we felt, would have 
the basic advantage of taking into consideration all factors bearing on the 
annuity purchase, and not just the amount of the contribution. 
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In approving H. R. 8381, the House did not see fit to follow this recommenda- 
tion. However, it did provide in section 19 of the bill an increase in the 
percentage limitation so that tax deferment would be permitted up to 20 percent 
of the employee's compensation for the current year, plus a past service allowance. 

If a specific limit on the tax-free contribution of colleges and universities to 
their employees’ retirement plan is determined to be necessary, the council’s 
committee on taxation believes that the proposed 20 percent of compensation 
limit, together with adequate provision for past service, as provided in section 
19, is fair, reasonable, and satisfactory. 

A list of the members of the Council’s Committee on Taxation and Fiscal 
Reporting to the Federal Government is attached for your information. 


AMERICAN COUNCIL ON EDUCATION, 
Washington, D. C. 


MEMBERS OF COMMITTEE ON TAXATION AND FISCAL REPORTING TO THE FEDERAL 
GOVERN MENT 


TERMS EXPIRING DECEMBER 31, 1958 


Howard R. Bowen, president, Grinnell College, Grinnell, Lowa 

C. O, Emmerich, business manager, Emory University, Emory University, Ga. 
J. Parker Hall, treasurer, University of Chicago, 38 Dearborn Street, Chicago, I. 
E. T. Jolliffe, business manager, State University of Lowa, Iowa City, Lowa 

D. I. McFadden, controller, Stanford University, Stanford, Calif. 


TERMS EXPIRING DECEMBER 31, 195! 


A. Hollis Edens, president, Duke University, Durham, N.C. 

L. H. Foster, president, Tuskegee Institute, Tuskegee Institute, Ala. 
Richard A. Harvill, president, University of Arizona, Tucson, Ariz. 
Asa 8S. Knowles, president, University of Toledo, Toledo, Ohio 
Charles H. Sparenberg, comptroller, University of Texas, Austin, Tex. 


TERMS EXPIRING DECEMBER 51, 1960 


Kenneth W. Johnson, treasurer, University of Massachusetts, Amherst, Mass. 

John F. Meck, vice president and treasurer, Dartmouth College, Hanover, N. H.. 
chairman 

Wilbur K., Pierpont, vice president, University of Michigan, Ann Arbor, Mich. 

John N. Schlegel, treasurer, Lafayette College, Easton, Pa. 

Charles H. Wheeler ITI, treasurer, University of Richmond, Richmond, Va. 


UNITED STATES SENATE, 
Washington, D. C., February 26, 1958. 
Hon. Harry F. Byrp, 
Chairman, Committee on Finance, 
United States Senate, Washington, D. C. 

Dear Harry: I am writing with respect to section 9 of H. R. 8381, now under 
consideration in the Committee on Finance, which would amend section 170 
(b) (1) of the Internal Revenue Code in such a manner as to materially reduce 
charitable deductions which are now permitted. 

For many years it has been possible for a generous individual to establish a 
trust providing that the income be paid to a charitable institution for a period 
of 10 years or longer with the reversionary interest being paid over to the 
children or grandchildren at the termination of the charitable trust. Such a 
trust has entitled the donor to a charitable deduction, on his income-tax return 
and upon his gift tax return, of the commuted value of the income given to 
charity. 

The proposed amendment (sec. 9) would deny the donor any charitable deduc- 
tion for such a charitable income trust if after the charitable trust period the 
reversionary interest goes to the grantor’s spouse, ancestors, or lineal descend- 
ants. There is no objection to the proposed amendment if it were applicable 
only to the short-term trusts made possible by the 1954 code, namely, up to 10 
years’ duration, but the proposed amendment also applies to trusts where income 
is payable to charitable institutions for 10 years or longer, thus imposing a very 
material limitation upon what has been generally accepted and approved by the 
tax courts as constituting long-term trusts. 
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The proposed amendment will leave no incentive to make long-term charitable 
commitments and, without question, will deprive charitable organizations of the 
income from this type of trust which in the past has been substantial. It will 
be harmful to colleges and universities, as well as hospital and church groups who 
necessarily must formulate their long-range plans on the basis of support from 
generous individuals. 

In these critical times, when so much emphasis is placed on the need for 
expanding the facilities of institutions of higher learning, it seems most in- 
jurious to me to take such action as proposed in section 9 of H. R. 8381 which 
undoubtedly will deprive many colleges and universities of a most necessary 
source of funds. 

It is my earnest hope your committee will perfect the proposed legislation so 
as to limit the application of section 9 to the short-term trust and so as to 
permit charitable trusts to be established for a period of 10 years or longer with 
the same tax results as have been recognized since long before the 1954 code. 

Kind personal regards, 

Sincerely yours, 


CHARLES E. PorTeER. 


Re section 9 of the technical amendments bill of 1958 (H.R. 8881) 
Hon. Harry F. Byrp, 
Chairman, Senate Finance Committee, 
Senate Building, Washington, D. C. 


Dear SENATOR Byrp: Section 9 of the technical amendments bill of 1958 pro- 
poses to add a new subsection 170 (b) (1) (E), the effect of which is to deny 
to a taxpayer a charitable-contribution deduction in respect of a complete and 
irrevocable transfer of property in trust to pay income to a qualified charity if 
the remainder is payable to certain related taxpayers. It is respectfully sub- 
mitted (1) that this is far more than a technical change or the correction of an 
unintended benefit; (2) that the announced reason for the change, that there is 
some kind of “double benefit” to the taxpayer, is fallacious; and (3) that the 
result is inconsistent with long-established principles of income, gift, and estate 
taxation. 

THE PROPOSAL MAKES A MAJOR SUBSTANTIVE CHANGE 


The stated purpose-of the technical amendments bill of 1958 is to correct 
unintended benefits and hardships and to make technical amendments. The 
deputy to the Secretary of the Treasury stated before your committee that the 
bill does not have significant immediate revenue effect, but is directed at main- 
taining the fairness of the tax system. Rather than correcting an unintended 
benefit, however, section 9 proposes a substantive change overthrowing long- 
established principles of case and statutory law, and would, therefore, appear to 
be inappropriate in a bill of the stated nature of H. R. 8381. 

Furthermore, the opportunities to present comments on the proposal have 
been limited. Although, at the time of the hearings before the Subcommittee on 
Internal Revenue Taxation of the House Committee on Ways and Means out of 
which the bill had its inception, the subcommittee did announce several proposed 
changes in the charitable-deduction field, no announcement was made that 
changes were proposed with respect to section 170 (b) (1) (1)). Accordingly, 
section 9 was originally included in the bill without the advantage of critical 
discussion of the merits of the proposed change. While the public was on notice 
of the proposed change thereafter, consideration of the bill by your committee 
was only announced on Friday, February 21, and it is believed that some inter- 
ested persons may not have had an opportunity to appear at the hearings on 
section 9 held only 2 business days later. 


NO “DOUBLE BENEFIT” EXISTS 


The existing provision, section 170 (b) (1) (D), is, in substance, a codification 
of well-established principles of case law that there is no completed transfer 
for income-tax purposes where a grantor retains a reversionary interest in the 
property transferred. It disallows a deduction for a gift of income from a trust 
if the grantor retains a 5 percent or greater reversionary interest. The report 
of the House Ways and Means Committee which accompanied H. R. 8381 states, 
however, that “It now appears * * * section 170 (b) (1) (D) does not com- 
pletely block the opportunity for the double benefit which led to the enactment 
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of this provision.” The proposed provision, therefore, disallows the deduction 
for the gift to charity where the remainder is given to certain related taxpayers.’ 

The undersigned respectfully submits that there is, in fact, no “double benefit” 
involved, and that the announced purpose of the amendment is based on a falla- 
cious assumption. 

Some examples will illustrate. 

Example No. 1.—Assume that a grantor executes a trust of stock having a 
value of $100,000 for the benefit of a qualified charity for 20 years, with remain- 
der over to the grantor’s son. 

Treasury Regulations 105, section 81.10, table II, values the right to receive 
the income at $49,743.40 and the right to receive the remainder at $50,256.60. 
For simplicity, both figures are rounded off to $50,000. Under present law, the 
grantor will report a charitable deduction of $50,000 (subject to the 20 percent 
limitation) and the remainder to the son will be subject to the gift tax. The 
gift will also be a valid, completed gift for estate-tax purposes, so that the stock 
will not be included in the grantor’s estate. 

The proposed amendment would disallow the charitable deduction in the 
above situation on the ground that somehow there is a “double benefit” to the 
grantor. From the report accompanying the bill, it appears that the House 
Ways and Means Committee considers the grantor to enjoy one benefit because 
the earnings of the trust fund are not included in the grantor’s income and 
another benefit because he is entitled to a charitable deduction for the present 
value of the gift of income. 

This assumption appears to be fallacious. The fact is that the taxpayer has 
given his property away, one-half of the value to charity and the other half to 
his son. The Treasury does not question that the value of the 20-year interest 
in the income of the $100,000 fund is $50,000. Nor that the value of the remain- 
der to the son is $50,000. The complete and irrevocable gift of the principal 
carries with it the future income. There is, therefore, no question of a benefit 
because of the exclusion of future income, and, thus, no justification for denial 
of the charitable deduction. 

There is no question that the charitable deduction is allowable in other situ- 
ations that do not differ in substance. For example: 

Example No. 2.—The positions of the beneficiaries are reversed, that is, the 
son is the income beneficiary and the charity is the remainderman. 

Example No. 3.—The income is payable to the charity for 20 years, but the 
remainder goes to a daughter-in-law or sister. 

ELrample No. 4.—Gift of one-half of the stock to the charity and one-half to 
the son. 

The charitable deduction of $50,000 is clearly allowable, both under present 
law and under. the proposed amendment, in all 3 of these examples, and there 
is a gift of $50,000 on which the grantor will pay the gift tax. In all 4 examples, 
$50,000 in value is given to charity, and $50,000 to a family member. There would 
appear to be no justification for disallowing the charitable contribution deduc- 
tion in example No. 1 and allowing it in the other 3 examples involving transfers 
of the same value. 

It is entirely fallacious to base the distinction on the ground that the grantor 
has a second benefit in example No. 1 because the earnings from the stock are 
not reportable by him for income-tax purposes. He has made a complete transfer 
of his property, so that the income is no longer his in the first case just as surely 
as in the three others. It would hardly be contended that if the grantor gives 
cash to a charity there is both a deduction on account of the principal transferred 
and an exclusion of the future income to be earned thereon, and yet this seems 
to be what the Treasury is arguing as the reason for the proposed amendment. 


rHE PROPOSAL OVERTURNS LONG-ESTABLISHED PRINCIPLES OF TAXATION 


A transfer of stock to a trust to pay the income to a qualified charity for 20 
years, with remainder to the grantor’s son, is clearly a complete and irrevocable 
gift on the basis of which a gift tax is imposed, and a complete and irrevocable 
gift on the basis of which the stock is excluded from the grantor’s estate. But, 
if section 9 becomes law, it is not a complete gift for income-tax purposes. 

Why? The grantor has irrevocably parted with every incidence of ownership. 
He can never, by his own action, regain possession of the stock. He has merely 


17, e, to the grantor’s spouse, ancestors, lineal descendants, and certain corporations, 
trusts, ete., described in sec. 267. 
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chosen one of a number of ways of splitting his gift between the charity and 
his son. He has irrevocably given one-half of the value of the stock to charity 
and one-half of its value to his son. There is no reason to distinguish this case 
from the outright gift of one-half of the stock to each of the beneficiaries, or 
from the situation where the beneficiaries are reversed, or where the remainder 
is given to someone other than the grantor’s spouse, ancestors, or lineal descend- 
ants. All these situations are substantially the same, in effect, and should be 
treated the same for income- as well as gift- and estate-tax purposes. 


THE PROPOSAL DISCRIMINATES AGAINST STOCKHOLDERS OF FAMILY CORPORATIONS 


Many stockholders of family corporations are benefactors of our charitable 
organizations. Frequently, they own no substantial amounts of other securities, 
so that they can make a sizable contribution of capital to charity only at the risk 
of admitting unfriendly outside interests. In such cases, the term trust provides 
a practical solution, permitting sharing of the fruits of the business with charity, 
but retaining control in the family group. To eliminate this method of charitable 
giving not only would discriminate against such contributors but would deny the 
charities an important group of supporters. The charitable-contribution deduc- 
tion should be dependent simply upon the receipt of usable funds, not upon receipt 
by the charity of outright ownership of the stock. 


NO INCOMES ESCAPES TAXATION 


The only possible distinction between the four examples cited above is in the 
timing of the taxation of the income from the fund. 


| Charitable de- 


duction 
Example | Income, Ist 20 years Income thereafter St sk es 
No. | | 
Present, H. R. 
| | | law | 8381 
1 | 100 percent to charity; not taxable | 100 percent to son; taxable Yes___! No. 
2) fase ‘ we | ree to daughter-in-law; tax- | Yes_..| Yes 
able. 
3 | 100 percent to son; taxable 100 percent to charity; not taxable_. | Yes.__| Ye 
4 | 50 percent to charity; not taxable | 50 percent to charity; not taxable | Yes___| Ye 
| 50 percent to son; taxable__. ...| 50 percent to son: taxable... _- ail atl 


No income escapes tax under example No. 1 as compared with the others. It 
is true that, in example No. 1, as compared with example No. 4, only one-half as 
much income is taxed during the first 20 years, but twice as much income is 
taxed thereafter. If anything, it would seem that the Treasury will ultimately 
collect more in income taxes under example 1 than under example 4, where the 
charitable contribution is clearly allowable, and yet the effect of the proposed 
change will be to eliminate example 1 as a form of charitable giving. 

A mere deferral of the taxation of part of the income cannot justify the com- 
plete disallowance of the charitable deduction, and this is not the basis of the 
Treasury’s position that a double benefit is somehow involved. 


CONCLUSION 


Under the new provision, the Treasury will with one hand take away the 
charitable deduction because the settlor is presumed to retain the remainder 
interest, while with the other hand it will collect a gift tax because he has made 
an irrevocable gift of the remainder. This is truly a startling version of the 
admonition to “let not thy left hand know what thy right hand doeth.” 

It is respectfully submitted that no double benefit exists in the situation at 
which section 9 is directed. The taxpayer who executes an irrevocable trust for 
the benefit of a charity for a term of years, reserving no interest to himself, cer- 
tainly deserves no less a tax benefit than the taxpayer who contributes only 
when and to the extent that a gift is advantageous to him from a tax stand- 
point. 

Furthermore, gifts through the term trust are especially desirable from the 
viewpoint of the recipient charities, for they provide an assured source of funds 
for specified periods on which the charities can plan their budgets far more 
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effectively than where they are required to rely upon the year-to-year decisions 
of their benefactors. 

The Congress, in raising the limitation on the charitable deduction in 1954, 
recognized the desirability of increased encouragement of our churches, hos- 
pitals, and universities because of rising costs and the relatively low rate of 
return on endowment funds. This generous policy should not be reversed, and 
a long-established form of charitable giving eliminated, in the absence of a very 
clear need—certainly, not on the basis of what appears to be a fallacious as- 
sumption that the one form of term trust singled out for special treatment some- 
how involves an extra tax benefit of same kind not spelled out in the Treasury 
or committee reports. 

Respectfully submitted. 

WILLIAM A. Patty, 
Shearman & Sterling € Wright, New York, N. Y. 


Marcu 5, 1958. 


(Whereupon, at 3:55 p. m. the hearing was recessed, to reconvene 
at 10: 15 a.m., the following day.) 
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THURSDAY, FEBRUARY 27, 1958 


Untrep Srares SENATE, 
CoMMITTEE ON FINANCE, 
Washington, D.C. 

The committee met, pursuant to recess, at 10:15 a. m., in room 312 
Senate Office Building, Senator Harry F. Byrd (chairman) presiding. 

Present: Senators “By rd, Kerr, Frear, Long, Smathers, Douglas, 
Gore, Martin, Williams, Malone, and Bennett. 

The CHAIRMAN. The committee will come to order. 

We have the honor to have with us this morning Hon. John Spark- 
man, of Alabama. 

Will you proceed in your own fashion ? 


STATEMENT OF HON. JOHN J. SPARKMAN, UNITED STATES 
SENATOR FROM THE STATE OF ALABAMA 


Senator SparkMAN. Thank you, Mr. Chairman and gentlemen of 


the committee. 

Mr. Bill Erickson, Mr. Chairman, of the staff of the Small Business 
Committee, is sitting with me. 

I would like to speak very briefly against section 52 of H. R. 8381. 
This section would repeal section 1361 of the Internal Revenue Code 
of 1954 which provided an election for certain proprietorships and 
partnerships to be taxed as corporations, and will be of great impor- 
tance to a large segment of our economy. 

The purpose of this section was to grant certain unincorporated 
businesses the same advantages under the tax laws that were available 
to corporations. It was intended to benefit smaller concerns which 
could not afford the luxury of the corporate form of organization. 

It should be pointed out that section 1361 was added to the Internal 
Revenue Code of 1954 by this committee as explained in Senate Re- 
port No. 1622 of the 83d Congress, 2d session. Because it was a new 
section, the Treasury was given specific authority to issue regulations 

“on the method of taxing a partnership or proprietorship as a corpo- 
ration” in subsection (c). The complexity of the provision required 
regulations for an intelligent administration of section 1361. 

It has been my understanding that the main reason for section 52 
is that section 1361 has been ineffective due to administrative prob- 
lems. Few concerns have chosen to make this election. However, 
the reason for the failure of section 1361 was described by many wit- 
nesses who appeared before the Senate Small Business Committee 
during its hearings on the tax problems of small business. 
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Most of these witnesses believed that this election would have been 
of great value if it had been implemented by regulations. Many pro- 
fessional tax advisers stated that they dared not advise any of their 
clients to use this section until final ‘regul: itions had been issued by 
the Treasury Department. 

I am sorry to report that now, 314 years after section 1361 was en- 
acted into law, final regulations still have not been issued by the 
Treasury on this section. It is perfectly clear that the ineffectiveness 
of this section is wholly due to the neglect of the Treasury in failing 
to comply with the stated purpose of Congress. 

As I mentioned, it. has been argued that this section must be repealed 
because of the administrative problems it presented. Upon inquiry, 
Under Secretary of the Treasury Fred S. Scribner stated that section 
52.of H, R. 8381 “was not recommended by the Treasury and does 
not have its endorsement.” I can hardly see that “administrative prob- 
lems” should be a basis for repeal when the are asury does not endorse 
such action. Even if it did endorse repeal, for the reasons stated 
above, [ would question the sincerity of such an endorsement. 

As you. know, there is pending before your committee a bill which 
I introduced for myself and 35 other Members of the Senate, the pro- 
— Small Business Tax Adinatment Act of 1958, S. 3194. Similar 
egislation is pending before the House Ways and Mian Committee, 
I know that this committee is greatly interested in the tax problems 
of small business and I hope that it will be able to schedule hearings 
on legislation such as I have introduced. S. 3194 is the product of a 
1-year study by the Small Business Committee on the tax problems 
of small business. 

I bring this bill up at this time because I wish to point out that see- 
tion 1361 of the present code is an integral part of the structure on 
which the proposed legislation is based. 

A provision in that bill, which would permit certain corporations 
to be taxed as partnerships, is intended to complement section 1361. 
This additional election has long been advocated by persons inter- 
ested in the welfare of small business. 

The administration is on record supporting this provision as early 
as August 7, 1956, in the progress report of the Cabinet Committee on 
Small Business and recently in testimony of Secretary of the Treas- 
ury Robert B. Anderson before the Ways and Means Committee of 
the House. The President called for action on this specific proposal 
in his Economic Report to the Congress this year. I only wish to 
make it clear that such a proposal would make little sense without 
the existence of the election provided by section 1361. 

I ask that you remove section 52 from H. R. 8381. It presents a 
question which should only be considered in connection with other mat- 
ters which you will be studying in the near future. Certainly this pro- 
vision should not be repealed before it has been oper ative, and espe- 
cially when it is clear that its operation will be of great importance 
to a large segment of our economy. 

The Seaanbeaees, Thank you, Senator Sparkman. What you have 
said will be of great influence with the chairman and members of 
the committee. 

Senator SparkmMAN. Thank you, Mr. Chairman and gentlemen of 
the committee. 

The Cuarrman. Thank you very much. 





The r 
committ 
eration. 


Will: 


STATE] 
ON F 
TION 


The ¢ 
Mr. I 
vice-pre 
chairm: 
with off 
The } 
States, 
The | 
federat} 
31 nati 
membe1 
associat 
The 1 
opposec 
a new s 
relating 
lessee o} 
provisic 
This: 
except as 
in detern 
year for ¢ 


shall 
extel 
prov 
lishe 
the | 
that 
Wea 
retail in 
It wil 
is more 
subject 
waived 
in a leas 
they wi 
In such 
most di 
taxpaye 
of dete 
abando 
lessee tx 
under e 


been 
pro- 
their 


d by 


S en- 
the 
eness 
iling 


paled 
ulry, 
ction 
does 
»rob- 
lorse 
tated 


yhich 
pro- 
nilar 
ittee, 
lems 
rings 

of a 
lems 


[ sec- 
-e on 


tions 
1361. 
nter- 


early 
26 On 
reas- 
pe of 
posal 
sh to 
hout 


nts a 
mat- 
pro- 

espe- 

fance 


have 
rs of 


on of 


TECHNICAL AMENDMENTS ACT OF 1958 221 


The next witness is Mr. David W. Herrmann, the chairman of the 
committee on fiscal policy and taxation of the American Retail Fed- 
eration. 

Will you come forward, please, sir. 


STATEMENT OF DAVID W. HERRMANN, CHAIRMAN, COMMITTEE 
ON FISCAL POLICY AND TAXATION, AMERICAN RETAIL FEDERA- 
TION 


The Cuarrman. Will you proceed 4 
Mr. Herrmann. My name is David W. Herrmann. I am executive 

vice-president of Melville Shoe Corp, and I am appearing here as 
chairman of the tax committee of the American Retail Federation, 
with offices at 1145 19th Street NW., Washington, D.C. 

The Melville Shoe Corp. operates 1,013 stores throughout the United 
States, under the names of ‘Thom McAn, Miles, and John Ward. 

The American Retail Federation, hereinafter referred to as the 
federation, is a federation of 38 statewide associations of retailers and 
81 national retail associations, representing through their combined 
membership more than 800,000 retail establishments. <A list of the 
association members of the federation is attached to this statement. 

The retail organizations represented by the federation are strongly 
opposed to section 14 of H. R. 8381, which proposes the addition of 
a new section 178 (a) (1) (2) to the 1954 Internal Revenue Code, 
relating to depreciation or amortization of improvements made by the 
lessee on the lessor’s property. ‘This opposition does not relate to the 
provision covering a related lessee and lessor. 

This new section provides that-— 
except as provided in subsection (b) (which applies to related lessor and lessee) 
in determining the amount allowable to a lessee as a deduction for any taxable 
year for exhaustion, wear and tear, obsolescence, or amortization— 

(1) in respect to any building erected (or other improvement made) 
on the leased property, or 

(2) in respect to any cost of acquiring the lease, the term of the lease 
shall be treated as including any period for which the lease may be renewed, 
extended, or continued, pursuant to an option (whether or not specifically 
provided for in the lease) exercisable by the lessee, unless the lessee estab- 
lishes that (as of the close of the taxable year) it is more probable that 
the lease will not be renewed, extended or continued for such period than 
that the lease will be so renewed, extended or continued. 

We are confident that we can safely state that all segments of the 
retail industry concur in this opposition. 

It will be almost impossible for a lessee taxpayer to establish that it 
is more probable a lease will not be renewed, extended, or continued, 
subject: to existing options, as long as such options are not specifically 
waived by the lessee. The very inclusion and existence of such options 
ina lease, for the protection of the lessee, indicates there is a possibility 
they will be exercised, if it is to the advantage of the lessee to do so. 
In such a situation, the burden of proof is one the lessee might find 
most difficult to bear. It is completely unrealistic to expect that any 
taxpayer can. forecast. the future 10 years in advance, for the purpose 
of determining whether an option of renewal will be exercised or 
abandoned. The unfortunate result will, undoubtedly, force the 
lessee to pay considerably more taxes, during the original term, than 
under existing rules. 
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Section 14 will impose undue hardship upon retailers, small and 
large alike, and will probably result in considerable loss of revenue to 
the Federal Government. 

Presently, the cost of improvements borne by a lessee is recoverable 
over the life of the improvement, or the remaining term of the lease, 
whichever is shorter. For this purpose, the life of the lease is confined 
to the original term, and is not inclusive of any extended period sub- 
ject to options of renewal. 

In line with customary practice, retailers have generally endeavored 
to obtain leases which grant options of renewal. The leasing of new 
locations for retail stores involves certain hazards and uncertainties, 
which make this practice not alone desirable but, in most instances, 
necessary to a successful operation. If a location proves profitable, a 
retailer must insure continued occupancy to capitalize on the goodwill 
and consumer acceptance built up over a period of years, and which 
may have required a considerable expenditure in the process of 
building. 

The retail business is precarious at its best. It involves a consider- 
able element of gamble. Large sums are invested in improving leased 
property, without any assurance of return. Capital expended on 
Improvements and betterments must be recovered completely out of 
earnings during the original period of the lease, without considera- 
tion to the purely conjectural possibilities that existing options might 
be exercised. 

If a store proves successful, and a lease is extended and renewed, 
there can be no further charges for depreciation, except those resulting 
from additional capital expenditures. If an option to renew is not 
exercised, certainly the necessity for recovery during the original term 
is of paramount importance. 

Trends in store design are in constant state of flux, and require the 
accumulation of adequate reserves for modernization and rehabilita- 
tion, vital to maintain prestige and consumer acceptance. 

According to statistics compiled by Chain Store Age, it is estimated 
that during the year 1958, $1,348 billion will be spent on modernization 
and construction by chainstores exclusively. This compares to an 
expenditure in 1957, $1.206 billion. Of these amounts, it is further 
estimated that seven-twelfths of the total were spent by lessees, five- 
twelfths by lessors. Therefore, total expenditures by chain store 
lessees of lensed property were approximately $700 million in 1957, and 
are estimated to approximate $800 million in 1958. It is reasonable to 
assume, that if the provisions of section 14 were in effect during 1957, 
these expenditures would have been materially reduced. 

Depreciation should always be on a conservative basis, in line with 
good business principles, so that funds are available, when necessary, 
to implement a progressive program of modernization, to the effect that 
the store will consistently be maintained on a competitive basis. 

The rate of depreciation is one element of the tax program through 
which the Federal Government cannot lose ultimate revenue. Depre- 
ciation charges, under the present law, insuring the recovery of capital 
expenditures, if profits permit, reduce taxable profits during the orig- 
inal term of the lease, and inversely increase such taxable profits dur- 
ing any extended period subject to an option of renewal. 

I would like to interpolate, Senators. at this point, I have read a 
statement given before the Ways and Means Committee that a large 
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overpayment of taxes as a result of section 14 might be recovered dur- 
ing the last year of the lease. This will undoubtedly be true where 
profits of a large enterprise or from other sources are sufficient to offset 
a charge for unused depreciation. Although the provisions of this bill 
will handicap all taxpayers, large and small, the impact will be con- 
siderably greater in the instance of small business and of the small- 
business man who must discontinue business or pull up stakes and start 
all over again if he has the means of doing so. This represents an in- 
equity in section 14 to give industry a stimulant and not a sedative. 

The provisions of the Mills bill would compel lessees to abandon 
sound time-tested principles, by foregoing options of renewal to pre- 
serve working capital and maintain normal cash flow during the orig- 
inal term of the lease. 

Additional capital expenditures and expansions are not financed 
solely through the employment of net earnings after taxes. A busi- 
ness, to remain healthy, requires sufficient cash flow, consisting of a 
combination of net earnings after taxes and liquid assets derived from 
depreciation it is able to earn. A higher tax liability, during the 
original term of the lease, drains cash through an unrealistic reduction 
of depreciation rates, siphons off funds needed for normal business re- 
quirements, decreases cash flow and, consequently, curtails growth and 
expansion, and expenditures for improvements and betterments neces- 
sary to maintain or increase sales volume. 

Any tax measure, which inevitably curtails or prevents such capi- 
tal expenditures, will adversely affect our economy, prevent full em- 
ployment, and is immediately, and over the long-term, prejudicial to 
the best interests of business, and of the Federal Government through 
the reduction of tax revenues. 

If section 14 of H. R. 8381 is enacted into the code, the Federal 
Government will be constituting itself a borrower at the expense of 
lessees, who can ill afford increased operating expense. By overpay- 
ing taxes, through reduced depreciation rates during the original term 
of lease, lessees can only hope for recovery during a period that may 
be extended by option, but which may never materialize. The Fed- 
eral Government will be in a position, that cannot be morally justi- 
fied, of having collected and retained funds from many persons, firms, 
and corporations, that it need not return, because of inequitable and 
poorly conceived tax legislation. 

Section 14 of H. R. 8381 is one of the most injurious and inimical 
provisions to all business, including small business, that has been 
proposed in many years. It is inconceivable that such a provision 
could have been proposed at a time when relief for small business is 
the bipartisan objective of both Houses of Congress. 

It is difficult to believe the Ways and Means Committee, when it 
introduced H. R. 8381, realized the implications and the impact of 
section 14, on small business, big business and, also, on Federal tax 
revenues which must inevitably suffer. Representative Mills has re- 
cently stated his position on relief, which might be necessary through 
the reduction of tax rates, to stimulate a falling economy and to free 
funds for increased consumer spending that might stop a further slide. 

I am only citing the foregoing, to indicate that nothing could be 
nore inconsistent with this policy than the imposition of onerous 
depreciation provisions, which would further impede business, curtail 
growth and expansion, and discourage new enterprise. If, over a 
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reasonable period, no additional revenues will accrue to the Federal 
Government through the provisions of section 14, then this proposal 
must be regarded as either unsound, or punitive. 

Business is presently struggling under the strain of constantly ris- 
ing costs, declining ratio of profit, and excessive tax rates. Maybe 
the time is not propitious, because of military considerations and in- 
creased budgetary requirements, for a complete review and revamp- 
ing of our federal tax structure, which must be undertaken and eventu- 
ally accomplished. That is a subject which may be regarded as extra- 
curricular, and beyond the scope of this presentation. 

However, the imposition of additional burdens upon business, when 
relief is the keynote of popular demand, reflects a policy that cannot 
be justified by any existing or compelling circumstances. 

All business should not be penalized because of a few transgressors, 
or isolated situations. 

There is no evidence, or indication, that lessees of premises for retail 
establishments are temporarily enjoying abnormal rates of depreci- 
ation by entering into short-term leases, designed to obtain any undue 
tax advantage. This is completely inconsistent with the present trend 
of expansion and policies of financial institutions, which would 
render such practices improbable. 

Expansion, today, is primarily in shopping centers and roadside 
stores in line with a radical change in consumer buying habits. The 
trend is from congested urban areas to the less congested suburbs, or 
periphery areas around large towns, where modern shopping centers 
provide ample parking facilities for a nation on wheels. 

Financial institutions, which provide the mortgage money for these 
multimillion dollar projects, demand ample security. backed up by 
reasonable, long-term leases deposited as collateral. The maiority of 
these leases provide for one or more options of renewal to safeguard 
any vested interest of the tenant, which is his most valuable asset. Tn 
practically every representative shopping center, small local mer- 
chants, with local following and identifv, are in the majority. They 
are vital to the success of the center, and they will be irreparably in- 
jured, if impractical depreciation rules prevent them from signing 
leases with options. The risk thev assume makes recovery of their 
canital expenditure, during the original term of the lease, imperative. 
Their reluctance, or inability to provide for options, if section 14 is en- 
acted into law, mav compel them to surrender valuable leaseholds. or 
submit to demands for exhorbitant rental increases, upon termination 
of the original term. 

Section 14 of H. R. 8381 imposes upon the Federal Government a 
moral obligation over which it must pause and ponder. Tf a lessee, oc- 
cupvine the premises subject to a lease including one or more options, 
determines not to exercise said options, but has overpaid his taxes in 
accordance with the provisions of section 14. he may be unable to re- 
cover such overnayment during his last taxoble vear, even by avail- 
ine himself of the carrvback provisions of the code. Tt is extremely 
likely that this will happen in many instances where leases are not re- 
newed. An option to renew will not be exercised primarily because 
a store has become unprofitable. and continued operation would only 
resnit in further depletion of canital. 

For example, a lessee, occupying premises subject to a 10-year lease, 
with two 10-year options of renewal, decides to discontinue business. 
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He has spent $45,000 on improvements and betterments. Under exist- 
ing law, he would be permitted $4,500 per year depreciation on the 
straight line method, and would have recovered his entire investment 
during 10 years of the original term. 

However, under section 14, he would be permitted only $1,500 per 

ear depreciation. During the original term, he will have recovered 

only $15,000 through deprec iation, and will have over paid his taxes— 
at a 30-percent rate by $9,000, because of $30,000 unused depreci- 
ation. Ifthe last 3 years of operation resulted in a profit of $3,000 per 
ear, only $9,000 of unused depreciation could be charged ‘against 
this profit (last year of the term, plus 2 years carryback). Conse- 
quently, only $2,700 of the $9,000 over payment could be recovered. 
The Federal Government would retain $6,300, which the taxpayer 
could never recover. 

Senators, I would like to interpolate at this point. 

I have read a statement, made before the Ways and Means Commit- 
tee, that a large overpayment of taxes, as a result of section 14, might 
be recovered dur ing the last year of the lease. 

This will, undoubtedly, be true, where profits of a large enterprise, 
or from other sources, are sufficient to offset a charge for unused de- 
preciation. Although the provisions of this bill will handicap all tax- 
payers, large and small, the impact will be considerably greater in the 
instance of the small-business man who must discontinue business, or 
pull up stakes and start all over again if he has the means of doing so. 

This represents an inequity inherent in section 14. We are not ‘ask- 
ing that the committee correct this inequity separately, in view of 
our hope that this section will be deleted from the bill. 

Industry is presently creaking under the strain of a tax program, 
which appears to have reached the point of diminishing returns for 
both the taxpayer and the Federal Government. Depreciation provi- 
sions and regulations require liberalization—not tightening. This is 
the time for Congress to take aggressive, constructive, and sympathetic 
action, to give industry a stimulant, not a sedative. 

And I wish to thank the members of this committee for the oppor- 
tunity of making this statement, which is of grave concern to the entire 
retail industry. 

The Cuatrman. We thank you, Mr. Herrmann, for a very interest- 
ing presentation. 

Are there any questions? 

Thank you for your appearance, 

The next witness is Mr. William C. Greenough, president of the 
Teachers Insurance & Annuity Association of America. 

Will you proceed in your own way? 





STATEMENT OF WILLIAM C. GREENOUGH, PRESIDENT, TEACHERS 
INSURANCE & ANNUITY ASSOCIATION OF AMERICA 





Mr. Greenoven. I am William ©. Greenough, president of the 
Teachers Insurance & Annuity Association. I am Sep are before 
your committee to speak in support of section 19 of H. R. 8381 as it 
applies to the retirement plans of educational organizations, and to 
request the consideration by this committee of related problems under 
section 55 and 57 of H. R. 8381. 
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Our interest in this matter is in behalf of participants and bene- 
ficiaries under the nearly 800 retirement plans of United States edu- 


cation organizations which are funded and administered through con- 
tracts issued by us. 


TIAA was set up under Carnegie auspices as a common pooling for 
the whole country and for Canada of the retirement plans of nonprofit 
educational organizations—none except educational and nonprofit. 


These are formal plans adopted by the trustees to cover the faculty and 
staff members. 


Now, rather than reading my statement if I might just highlight 
some of it, it will take a little less time. 

The Cuairman. Without objection your prepared statement will be 
printed in the record in full, and you may summarize your views 
orally as you so desire. 

(The statement referred to is as follows :) 


STATEMENT OF WILLIAM C. GREENOUGH, PRESIDENT TEACHERS INSURANCE & 
ANNUITY ASSOCIATION OF AMERICA 


My name is William C. Greenough, and I am president of Teachers Insurance 
& Annuity Association of America, New York, N. Y. I am appearing before this 
committee to speak in support of section 19 of H. R. 8381 as it applies to the 
retirement plans of educational organizations, and to request the consideration 
by this committee of related problems under sections 55 and 57 of H. R. 8381, 
involving sections 101 (b) (2) (B), 403 (a) (2), and 2039 (c) of the Internal 
Revenue Code of 1954. 

Our interest in this matter is in behalf of participants and beneficiaries under 
the 774 retirement plans of United States educational organizations (as of the 
end of 1957) which are funded and administered through contracts issued by us. 

Section 19 of H. R. 88381 would amend section 403 (a) (1) of the 1954 code by 
adding a new section 403 (b). This new subsection would cover the purchase of 
employee annuities by nonprofit charitable, educational, and religious organiza- 
tions now provided for in section 403 (a) (1). Its effect would be to limit the 
exclusion from current income of the employer’s contributions in any taxable 
year for the employee’s retirement to 20 percent of the employee’s compensation 
in that year. Provision is made for past service benefits and plan adjustments by 
making this limit cumulative for prior years of employment. 

The present provision in section 403 (a) (1) for the purchase of employee 
annuities derives from the same provision in section 22 (b) (2) (B) of the code as 
it existed prior to 1954. This in turn originated in the 1942 amendments to the 
code which imposed restrictions on retirement plans generally as a condition of 
certain tax advantages. At the same time the Congress concluded that these 
restrictions would create unnecessary problems under the retirement plans of 
section 101 (6) nonprofit organizations. Since these organizations gain no tax 
advantage from the deductibility of contributions to a retirement plan, there was 
no reason to subject them to the requirements of ‘qualification’ of the plan. As 
a result, provision was made for exclusion of employer contributions from the 
employee’s current income without regard to “qualification.” 

More recently, however, certain problems have appeared under this section. In 
the early 1950’s a few arrangements came to our attention whereby nonprofit 
organizations, at an employee’s request, reduced his compensation and applied 
a corresponding sum of money to the purchase of an annuity for him. We never 
believed that this was an effective tax-avoidance device, since it appeared to us 
that the employer was doing no more than using the employee’s money for the 
annuity purchase. We were therefore happy that the Internal Revenue Service 
confirmed this position in 1954, by the issuance of Revenue ruling 54—267, and 
again in 1956 in the issuance of proposed regulations on retirement plans. 

Nevertheless the Treasury apparently has felt the situation to be sufficiently 
doubtful that in November 1956 it proposed legislation on the subject to the Mills 
subcommittee on the House Committee on Ways and Means, as item No. 13 of the 
recommendations submitted at that time. We appeared before the subcommittee 
hearings to describe some of the difficulties that appeared to us in an arbitrary 
limit of 10 percent as proposed, and to urge that a further trial be given to con- 
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trol of the situation by regulations along the lines of Revenue ruling 54-267. 
The Committee on Ways and Means, however, concluded that legislation was 
needed. This was provided in section 19 of H. R. 8381, which was passed by the 
House of Representatives without amendment in this respect. 

We believe that, if legislation is deemed necessary, the formula set forth in 
section 19 is an equitable solution to the problem. The increase of the proposed 
limitation to 20 percent allows reasonable latitude for the development of sound 
retirement plans, which the 10 percent limitation did not. Skillful drafting 
of the cumulative limitation appears to take care of most of the difficulties which 
bad occurred to us and which we described before the Committee on Ways and 
Means. At the same time, there seems to be little scope left for any very at- 
tractive misuse of the provision made for the retirement plans of educational 
organizations. 

We would make only two technical suggestions regarding section 19: 

(1) As the section is drafted, if an institution has a “qualified” plan, it could 
make either no additional contributions or up to 20 percent additional contribu- 
tions, depending on whether the same or a different annuity contract is used. 
We would suggest integration, that is, that any contributions to a “qualified” 
plan be deducted from the 20 percent. This may be particularly important to 
avoid uncertainty in cases where there is a retirement plan concerning which 
no “qualification” determination has been made. 

(2) We would also suggest that consideration be given to a proviso that the 
exclusion allowance (that is, the limit of permissible contributions) should not 
in any event be less than 20 percent of compensation for the taxable year. Other- 
wise under certain circumstances, as a result of the cumulation of exclusion 
allowances, an employee whose salary was reduced might not be eligible for any 
employer contributions in a given year. 

We now wish to turn to the request for further consideration mentioned above. 
Before the Internal Revenue Code of 1954 was enacted, participants and bene- 
ficiaries under the retirement plans of tax-exempt educational organizations 
were given the same tax treatment as participants and beneficiaries under the 
“qualified” retirement plans of taxable commercial organizations. This resulted 
from the provision in the old section 22 (b) (2) (B), discussed above, which 
dealt with the status of employer contributions to retirement plans as they affect 
individual income tax liability. This provision was continued in substance in- 
section 403 (a) (1) of the 1954 Code, and to that extent consistent treatment 
under the retirement plans of tax-exempt educational organizations has been 
continued. 

At the same time, however, the 1954 code included three additional tax relief 
provisions for participants and beneficiaries of retirement plans which were 

ade available only in the case of retirement plans “qualified” with the Internal 
Revenue Service. Each of these relief provisions has a history of its own, and 
we do not wish to argue the necessity of any one of these provisions as they: 
generally apply to retirement systems. We do, however, urge that if they are 
made available under “qualified” retirement plans of commercial organizations, 
they should equally be made available under the retirement plans of tax-exempt 
educational organizations, within any limitation which may now be deemed 
proper in this Committee’s consideration of section 408 (a) (1). We submit 
that the reasons for the tax treatment granted under the old Section 22 (b) 
(2) (B) of the 1989 Code apply equally today, and that they extend to all ap- 
plicable sections. 

The provisions in question were referred to by us in our appearance before the 
Mills Subcommittee, and are as follows: 

(1) Section 101 (b) (2) (B). Income tax exemption up to $5,000 for non- 
forfeitable death benefits. Under a retirement plan with vested death benefits 
prior to retirement, the payment of such death benefits results in taxable income 
to the beneficiary to the extent that the payment exceeds the employee’s own 
contributions. If the plan is “qualified” the beneficiary has a further income 
tax exclusion of $5,000 if a single sum payment is involved. 

(2) Section 403 (a) (2). Capital gains treatment for single sum distributions 
on termination of employment or death. On termination of service or death, 
any payment in excess of an employee’s contributions made under a plan which 
has not been “qualified,” is taxed in full at the ordinary income tax rate. Under 
a “qualified” plan the amount of such excess if paid in a single sum is taxable 
at the capital gains rate. 

(3) Section 2039 (c). Estate tax exemption for value of death benefits re- 
sulting from employer contributions. This relief provision excludes from a tax- 
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able estate benefits to a named beneficiary resulting from an employer’s con- 
tributions to a “qualified” plan. Section 55 of H. R. 8381 brings this section 
forward for a technical amendment. 

Each of these sections could appropriately be dealt with in section 19, be 
eause of the close relation of the request made by us to the main subject of that 
section. 

Similarly section 57 of H. R. 8381, which proposes a new section 2517, would 
provide a gift tax exemption for elections on retirement of a joint and survivor 
annuity. This would parallel the estate tax exemption in section 2039 (c). If 
favorable consideration is given under that section, we would hope that eon- 
sistent treatment would follow under the proposed section 2517. 

These code provisions are minor in the whole picture of tax benefits under 
retirement plans, and they involve little or perhans no revenue loss. To the 
relatively small number of individual participants and beneficiaries affected, 
however, they may be of considerable importance. Because of these individual 
problems, the lesser tax aspects have become a source of annoyance and con- 
fusion under those retirement plans of educational institutions where deaths or 
other oecurrences have forced individual situations to attention, and the num- 
ber of these will undoubtedly continue to grow. 

We respectfully suggest that the best means of solving this problem is to ex- 
tend consistent tax treatment under the new provisions of the 1954 code. Once 
the basic question of the fair limits of employer contributions under these retire- 
ment plans has been settled, whether it be for or against a specific percentage 
limitation, it should be completely feasible to make such an extension. If a 
percentage limitation is imposed in the proposed new section 403 (b), this of 
course can be incorporated (probably by cross-reference) in the other sections 
as applied to these retirement plans. 

We scarcely need to call attention to the problems which will be faced by 
the educational organizations in this country in the coming years, with the vastly 
increased importance of scientific knowledge, and with the growth of college 
populations. Our educational organizations need to attract and hold the best 
caliber of people for their staffs; and sound retirement plans play an important 
part in this. We therefore hope that this committee will see fit to continue the 
general tax situation as it existed prior to 1954, under which college retirement 
plans have grown strong, and to eliminate those present discriminations which 
give rise to dissatisfaction among a dedicated but relatively poorly paid group 
of scientists, teachers, and other academicians. 


Mr. Greenoven. You know the literally fantastic problems the col- 
leges will have in staffing during the next 20 years. Good re- 
tirement plans are a part of the job of attracting academic talent. 
Regarding college retirement plans, there are some unique items. 

The first one is that these 800 plans give benefits to the individuals 
which are fully vested ; that is, the contributions made by the employer 
are owned by the individual at all times, so that he can transfer from 
Columbia University to Michigan, Indiana to Stanford without: loss 
of his retirement benefits. This is a socially desirable type of plan 
for the colleges. 

Secondly, the colleges’ contribution is a full dollar contribution. <A 
college has no tax advantage to gain from its retirement plan—since 
it is nonprofit, it is a full dollar the college is spending. 

Thirdly, one great area, a very great area for making employment 
attractive simply is not available to colleges; that is, profit-sharing 
plans. where not only are the profits shared, which is impossible in 
the colleges, but the sharing is under a tax shelter. And this is per- 
fectly alt right, but it is not available to the colleges. Therefore, 
the retirement plan is even more important for holding good staff 
members. 

Now, on the specific points. As to the employer status, there is 
no need in dealing with nonprofits for justifying the expense of a re- 
tirement plan as a tax deduction for the employer. Therefore, no 
need for “qualification” of the plans. 
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Section 22 (b) 2 (b) of the 1939 code made the employer contri- 
butions of nonprofits sadhana from the individual’s income and 
in so doing gave the same tax treatment to participants and bene- 
ficiaries under such plans as was given under the plans of commercial 
organizations. 

The 1954 code followed the same practice with respect to the em- 
ployer contributions. But that code added three items, capital-gains 
treatment, $5,000 death benefit income-tax exempt ion, and an estate 
tax exemption, for beneficiaries and participants under qualified 
plans, but not for teachers and their beneficiaries under college plans. 

Now, on the employer contributions, as you know, some Instances 
of questionable use of the provisions of the law have come to attention, 
involving diversion of salary to purchase annuity contracts. The col- 
leges can't do very much with this, since they don’t pay very much in 

salaries, but some of it apparently has gone on for a few employees 
who can afford it. Our prepared st: :tement goes into detail regarding 
section 19 and specifies that if legislation is necessary the section 19 
limitation of 20 percent seems quite appropriate, and we support it. 
This means that any amount over 20 percent contributed by a college 
toward an annuity contract would be taxable income to the individual. 

This occasional diversion of salary is the only questionable practice 
that has come to our attention, or, so far as the Treasury informs us, 
to their attention, and it can be controlled by the 20 percent limitation. 
With this limit of excludable employer contribution defined, it is 
difficult to see why the participants and beneficiaries under the re- 
tirement plans of the colleges are not treated consistently with their 
counterparts in industry. 

The statement indicates the manner in which they are not now 
treated consistently. For instance, if a participant under a qualified 
retirement plan of a commercial organization dies, his beneficiary 
gets an additional $5,000 death benefit exclusion from income tax of 
retirement plan de: ath benefits. However, if a college is following 
Congress’ wishes, as expressed under section 403 (a) (1) of the 1954 
code, covering purchase of employee annuities by nonprofits, and 
one of its professors dies, the window does not get the $5,000 exemp- 
tion that she would under a plan of a commercial organization. It 
seems appropriate to ask why this different treatment of college pro- 
fessors and their beneficiaries ? 

We hold no special brief for the 3 items, the capital gains treatment, 
$5,000 income-tax exemption on death benefits, and so forth, but if 
they are given to participants and beneficiaries of commercial con- 
cerns, then we submit they should be for nonprofit institutions also. 

Just a very quick remark on qualification, which is not covered in 
the prepared statement. Nonprofit organiz itions could qualify their 
plans, technically they can. The main reason for going through the 
qualific ation proce ‘edure is so that a commercial organization can ex- 
elude its retirement plan contributions from its own taxable income, 
which the nonprofit does not need to do, and gets no benefit from. 

Likewise procedures and requirements as to qualifications were set 
up with industrial, ete. plans in mind, and raise difficult as well as 
nuisance problems for nonprofit organizations, including not only 
the colleges but also religious and charitable organizations. The pro- 
cedures arbitr: ary restrictions, tests and so on, are necessarily lengthy 
and complicated to cover the problems encountered iin industrial re- 
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tirement plans. Representatives of the Associations of American 
Colleges and the American Council on Education, have pointed out 
the real actuarial, legal, and so on, problems, for the 1,000 small col- 
leges throughout the country if they are to qualify. And the churches 
would be in the same position. 

So it is difficult to see any need for going through the essentially 
irrelevant task of qualifying the college retirement plan, and yet if 
a college does not qualify, it is not the college that is hurt, it is the 
faculty members and their beneficiaries. 

So we suggest just two conclusions. The one area of uncertainty 
that has shown up in nonprofit organization retirement plans can be 
controlled by regulation, perhaps, but if legislation is necessary, by 
the proposed 20 percent limitation on excludable contributions of the 
employer in section 19 of H. R. 8381. 

And having taken this step, we submit that the same treatment in 
the other matter should be given to participants and beneficiaries in 
college plans as in those of commercial companies. We are not asking 
better treatment for the college faculty member, staff member, or 
their beneficiaries, merely the same treatment. 

Thank you, sir. 

The Cratrman. I understand it is your position that you favor sec- 
tion 19 except for two technical suggestions? 

Mr. GreenouGu. Yes, sir. There are two minor technical things 
that are spelled out in my prepared statement. 

The Cuarrman. Thank you very much, sir. 

Are there any questions ¢ 

There are no question. 

Thank you. 

(The following communication from Mr, Hurst R. Anderson, chair- 
man of the commission on legislation of the Association of American 
Colleges, was subsequently submitted for inclusion in the record en- 
dorsing the testimony of the preceding witness :) 

ASSOCIATION OF AMERICAN COLLEGES, 
Washington, D. C., February 26, 1958. 
Hon. Harry F. Byrp, 


Chairman, Committee on Finance, 
United States Senate, Washington, D.C. 


DeAR SENATOR ByrpD: I am writing in my capacity as chairman of the com- 
mission on legislation of the Association of American Colleges to bring to your 
attention the interest of my association in testimony which I understand is to 
be given to the Senate Finance Committee on Thursday, February 27, by the 
Teachers Insurance and Annuity Association. 

This testimony relates to the hearing in college and university retirement plans 
of certain provisions of the 1954 Internal Revenue Code and other provisions 
included in the amending bill H. R. 8381 now before your committee. 

My association desires to support the recommendations to be made to the 
committee by TIAA for amendment of the Internal Revenue Code, because such 
amendment would relieve our members from the painful dilemma of seeing their 
faculties treated less favorably for retirement purposes than the employees of 
ordinary commercial undertakings or of having to go through complicated ad- 
ministrative procedures which would involve a lot of work and little or no benefit 
to anybody. 

The case is explained in detail in the enclosed bulletin prepared by TIAA 
but the essentials of the argument are given in the few sentences I have under- 
lined in red on pages 1 and 3 of the bulletin. 

You will see that we are not asking that colleges be given any special privileges 
but only that their faculty members be treated on a footing of equality with the 
staffs of profitmaking organizations. I need hardly suggest to you that this is 
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no time for unreasonable discrimination against college teachers. Nor, I think, 
will you need any persuasion that in these days of rising costs and staff shortages 
educational institutions cannot readily face an addition to their administrative 
burdens. 

I hope, therefore, that you and your colleagues will give a sympathetic hearing 
to the testimony of TIAA in the knowledge that it is a matter of substantial 
concern to many, if not most, of the 764 liberal arts colleges represented by my 
association. 

Sincerely, 
Hurst R. ANDERSON, 
Chairman, Commission on Legislation. 


[Bulletin, November 1957, Teachers Insurance & Annuity Association of America, College 
Retirement Equities Fund., New York, N. Y.] 


FEDERAL Tax PROBLEMS UNDER COLLEGE RETIREMENT PLANS 


Certain provisions of the 1954 Internal Revenue Code provide more favorable 
tax treatment for employees of retirement plans “qualitied’” with the Internal 
Revenue Service than for employees of tax-exempt educational organizations 
whose plans have not been qualified. The purpose of this bulletin is to outline 
the problem and to suggest an appropriate course of action. 

“Qualification” of a business or industrial retirement plan permits the employer 
to class his contributions to the plan as a business expense, and hence not 
subject to taxation.’ To qualify, a retirement plan must be submitted to the 
district director of internal revenue and must meet specific requirements and 
tests. A principal objective of the law is to make certain that tax advantages 
to the employer accrue only under plans that do not discriminate in favor of 
selecled eviployees, and to further certain social objectives. 

As a tax-exempt educational organization derives no tax advantage from 
classifying contributions to its retirement plan as a business expense, quali- 
fication for this purpose has never been required. However, the 1954 Internal 
Revenue Code introduced provisions that give more favorable tax treatment 
to employees and beneficiaries under qualified plans than to employees under 
educational organizations’ plans that have not been qualified. 

The tax relief items that are extended only to participants of qualified plans 
are itemized below: 

(1) Capital gains treatment for single sum distributions on termination of 
employment or death (sec. 403(a)(2)). On termination of service or death, 
any payment made under an unqualified plan in excess of an employee’s contribu- 
tions is taxed in full at the ordinary income-tax rate. Under a qualified plan 
the amount of such excess is taxable at the capital gains rate. Thus itis taxable 
at 25 percent, or if less, at the ordinary income tax rate on one-half of the excess. 

(2) Income tax exemption up to $5,000 for nonforfeitable death benefits (sec. 
102(b) (2) (B). Under a retirement plan with vested death benefits prior to 
retirement, the payment of such death benefits results in taxable income to the 
beneficiary to the extent that the payment exceeds the empolyee’s own contribu- 
tions. If the plan is qualified the beneficiary has a further income tax exclusion 
of $5,000 if a single sum payment is involved. 

(3) Estate tax exemption for value of death benefits resulting from employer 
contributions (sec. 2039(c)). This relief provision excludes from a taxable 
estate benefits to a named beneficiary resulting from an employer’s contributions 
to a qualified plan. 

In addition, legislation now pending would add a gift tax exemption on elec- 
tion of last survivor annuity (H. R. 8381, see. 57). 

Repercussions on the employing institution following from these provisions may 
be considerable, even though not all college employees are of the ages or ranks 
most likely to be adversely affected. It will be apparent that the financial im- 
pact will usually be on the widow or other survivor of a staff member. 

In studying the problem, two means of achieving equitable treatment for edu- 
cational employees and their beneficiaries may be considered: (1) legislative 
extension of the above tax relief items to the plans of educational organizations, 


‘In addition, qualification is required of an industrial plan in order that the retire- 
ment contributions or the employer may be excluded from the employee's current 
taxable income. Contributions. of nonprofit educational employers are generally 
excludable without qualifying. See p, 4 of this bulletin for discussion of this provision 
and a proposed limitation, 
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or, if this should fail, (2) taking the steps necessary to qualify the colleges’ 
retirement plans. 
QUALIFICATION 


Since the procedures and requirements for qualification were established for 
industrial retirement plans, both serious and nuisance problems are raised for 
nonprofit institutions that try to fit their retirement plans into these patterns. 
The same problem affects nonprofit religious and charitable organizations as well 
as educational institutions. 

We are certain that, with only sporadic exceptions, TIAA-CREF retirement 
plans come well within the spirit of the qualification requirements. The Internal 
Revenue Service, however, has had little occasion to review plans of educational 
institutions, so there are a number of questions to which answers are not now 
available. Furthermore, the qualification procedures, tests, and certain arbi- 
trary restrictions tend to be lengthy and complicated. It is necessary to follow 
and comply with sections 401 to 404 of the Internal Revenue Code of 1954, 
Treasury Regulations, sections 1.401 to 1.404, and Revenue Ruling 57-163 
(1957-16 I. R. B. pp. 10-88). Revenue Procedure 56-12 (1956-1 C. B., p. 1029) 
is also applicable. These tests and regulations were not established with non- 
profit educational institutions in mind. To meet the requirements precisely, 
redrafting of retirement resolutions will be necessary in most cases, including 
class definitions, provisions for rights on termination of employment, and past 
service provisions. Trying to fit educational plans into an industrial qualifica- 
tion pattern would mean that educational institutions would be burdened with 
complicated technical and substantive problems. 

Even where there is a minimum of problems with respect to the substantive 
provisions of the plan, the process of preparation and submissions of material to 
the Internal Revenue Service is a laborious matter. Extensive calculations and 
paperwork are necessary. The individual submission is made to the local district 
director of internal revenue and many district directors will have to consider the 
same questions, adding to the already heavy workload of the pension reviewers. 


CHANGES IN THE LAW 


The alternative to the cumbersome and essentially irrelevant task of qualifying 
an academic retirement plan is a change in the 1954 Revenue Code. The change 
would involve extending to employees of tax-exempt organizations the tax benefits 
already available to employees participating in qualified plans. Prior to the 1954 
code, equal tax treatment was given to employees in college plans under the 
existing tax provisions, and this treatment, so far as it went, was continued in 
the 1954 code. Extension of these new provisions would simply continue and 
make entirely consistent the policy of Congress toward educational institutions 
expressed when the qualification provisions were first introduced into the law in 
1942. It is important that this policy be fully restored in practice so that the 
existing tax benefits for annuitants and their beneficiaries contained in the 1954 
code be extended to participants in retirement plans of educational organizations 
not having qualified plans. Concurrently, any new favorable tax treatment, such 
as the gift tax provision referred to, should be extended to educational organiza- 
tions’ retirement plans as well a's to qualified plans. 

The basic objectives of qualification are already being met by educational or- 
ganizations and the procedures involved in actual qualification are not useful or 
appropriate in connection with them. Employees under the colleges’ retirement 
plans should be entitled to the same tax benefits as employees under qualified 
plans, without the college employer having to undergo the process of qualification. 

We hope that all proper representations to Congress will be made at this time 
in connection with hearings to be held by the House Ways and Means Committee 
commencing January 7, 1958, on amendments to the Internal Revenue Code, and 
by the Senate Finance Committee on H. R. 8381 when it is passed by the House. 


PROPOSED LEGISLATION REGARDING EXCLUSION OF EMPLOYER CONTRIBUTIONS FROM 
EMPLOYEE’S TAXABLE INCOME 


Another tax development that colleges and universities and their educational 
association representatives have been following is reported on below. 

A proposed amendment to the Internal Revenue Code of 1954 regarding the 
exclusion of employer contributions from the employee’s taxable income is con- 
tained in section 19 (a) of the technical amendments bill of 1957 (H. R. 8381), 
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expected to come before the House of Representatives in early 1958. The amend- 
ment places a limit on the amount of the contribution by educational institutions 
toward the purchase of an annuity for an employee that may be excluded from 
the employee’s current taxable income. 

Under present law, when an employer exempt from income tax under section 
501 (c) (8) of the Internal Revenue Code makes a contribution for the purchase 
of an annuity for an employee this contribution is not currently includible in 
the employee’s taxable income. Accordingly, this amount is not taken into ac- 
count in determining the basis to be recovered tax free when annuity payments 
begin. The net result is the deferment of tax upon such contributions until they 
are returned in the form of annuity or other payments. This is the same treat- 
ment provided under qualified plans. 

Since the introduction of this provision (1942) it has appeared that in some 
cases tax-exempt organizations have at the request of an employee reduced his 
salary considerably and applied a corresponding sum to the purchase of an an- 
nuity for him, in the belief that this would result in an exclusion from the em- 
ployee’s taxable income. 

The Treasury and the Mills subcommittee of the House Ways and Means 
Committee thought that some specific limitation on the amount excludable from 
the employee’s taxable income is necessary. A limitation of the annuity contri- 
butions of tax-exempt organizations of 10 percent of the employee’s salary was 
first considered. After the hearings before the Mills subcommittee on this and 
other subjects, in which educational organizations were represented, the full 
Ways and Means Committee included a provision for a 20-percent limit in the bill 
finally reported, H. R. 8381, now pending before the House. 

If it is felt necessary to impose a specific limit on tax-free contributions, the 
proposed 20-percent limit, rather than the 10-percent limit, seems to be a reason- 
able and satisfactory resolution of the problem, especially as there is a provision 
extending the limit when past service benefits are to be financed. A 20-percent 
employer contribution limit encompasses the contribution rates prevailing at the 
vast majority of colleges. We call the attention of the colleges to this proposed 
legislation so that they may examine their retirement plans to determine the ef- 
fect, if any, on their plans. 


The CHarrmMan. The next witness is Mr. Walter J. Rockler. 


STATEMENT OF WALTER J. ROCKLER, OF LEDERER, LIVINGSTON, 
KAHN & ADSIT, CHICAC ), I7.L. 


The Cuarrman. Mr. Rockler, will you identify yourself and pro- 
ceed ? 

Mr. Rocker. Mr. Chairman and members of the Finance Com- 
mittee, my name is Walter J. Rockler and I am a member of the law 
firm of Lederer, Livingston, Kahn & Adsit of Chicago, Ill. I am 
appearing on behalf of Controls Company of America, Schiller Park, 
Ill., which is one of the principal manufacturers in the United States 
of home appliance and heating system controls and aircraft and 
missile components. 

My purpose in appearing before you today is limited and specific, 
namely, to call your attention to the harsh and unfair effect of the 
proposed retroactive application of section 24 of House bill 8381. 
[ should like to make it clear that we have little objection to the sub- 
stantive provisions of this section. My comment is directed solely 
to the effective date of the provision, which in many instances will 
impose unjust and unfair taxes, simply because taxpayers acted in 
reliance on section 481 of the present code. 

Proposed section 24, entitled “Adjustments Required by Changes 
in Method of Accounting,” amends section 481 of the 1954 code. As 
you may recall, before the enactment of the 1954 code the consequences 
of a change of method in accounting where not governed by any spe- 
cific statutory provision and were relatively unpredictable. In some 
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instances a taxpayer might be required to duplicate income, in other 
instances a taxpayer might entirely avoid tax on increments of income 
accruing over many years. In general, the courts made a sharp dis- 
tinction between “involuntary” changes in accounting methods, that 
is, changes forced by the Cotmanidione of Internal Revenue, and 
“voluntary” changes, resulting from the taxpayer’s choice. Where 
the Commissioner compelled a change, judicial decisions tended to 
protect the affected taxpayers. As a result, in many situations where 
a particular method of accounting was questionable but had been in 
practice for a long period of time, taxpayers and the Government 
were at an impasse. Because a voluntary change in method would 
result in tax in a single year on income derived over many years, tax- 
payers could not ordinarily afford to make the change. On the other 
hand, the Commissioner was not inclined to compel the change where 
this might lead to some loss of taxes. Accordingly, the pre-1954 law 
encouraged continuance of incorrect or doubtful accounting methods. 

Section 481 of H. R. 8300, the House version of the 1954 code, 
proposed to remedy the previous situation by abolishing the distine- 
tion between voluntary and involuntary changes in methods of ac- 
counting and taxing income resulting from any change. This would 
have been accomplished through adjustments which, in any change 
involving substantial amounts of income, would have taxed such 
income over a 3-year period. 

When H. R. 8300 was reviewed by this committee, however, section 
481 was amended to provide that— 
no part of the transitional adjustments will be based on items that were, or 
should have been, under the proper method of accounting, taken into account as 


an income-producing factor for taxable years to which subtitle A of the 1954 
code does not apply. (See 8S. Rept. 1622, 838d Cong., 2d sess., p. 308, 1954). 


The view of this committee was adopted in the final legislation in 
1954. (See I. R. C. 1954, sec. 481 (a) (2), last clause thereof; con- 
ference report, H. Rept. 2543, 83d Cong., 2d sess., pp. 45-46, amend- 
ment No. 99,1954.) Asa result of the amendment made in the Senate 
Finance Committee, therefore, income attributable to years prior to 
1954 could not be taxed under the new code by way of adjustments 
under section 481. 

Because of the encouragement given by this provision, taxpayers 
were induced to change doubtful methods voluntarily in situations 
where, prior to 1954, they could not have afforded to make changes. 

Proposed section 24 of H. R. 8381 would now retroactively reverse 
the amendment to the House bill of 1954 made by this committee so 
as to impose tax on income attributable to pre—1954 periods where 
the taxpayer voluntarily changes his accounting method. (See H. R. 
8381, sec. 24 (a) (1), last clause thereof.) Although this provision 
flatly repudiates the decision made by the Finance Committee in its 
review of the 1954 code, this is perhaps not the most troublesome 
aspect of the proposed section. 

In subsection (d) of section 24, the new rule is made applicable not 
only for future years but also with respect to any taxable year begin- 
ning after December 31, 1953.7 


1 There is, it is true, an exception provided in the event the taxpayer applied for a change 
in method according to Treasury reguiations. and an agreement was reached on such change. 
Unfortunately. the Treasvrvy has not provided regulations under this section and, in any 
event, has been extremely reluctant to reach agreement. 
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As a result of the combination of provisions in section 24, any tax- 
payer who was induced by section 481 of the 1954 code to change his 
accounting method, with the justified expectation that the income 
of pre-l! 54 years would not be taxed, is now to be taxed retroactively 
on that very income. The ultimate effect is to punish such taxpayers 
under something which very closely resembles a statutory entrapment 
in the tax area. I would like to illustrate this result in the actual 
situation of our client. 

In 1954 Controls Company of America purchased from unrelated 
third parties all of the stock of another company, Milwaukee Valve 
Co., which thereupon became a wholly owned subsidiary. Upon a re- 
view of the methods of accounting and reporting of Milwaukee Valve 
Co., it was determined that the method of inventory valuation there- 
tofore used by Milwaukee Valve for 25 or 30 years was open to ob- 
jection. In fact, Internal Revenue agents had from time to time 
challenged the mathod of inventory valuation without, however, com- 
pelling a change of method. In reliance upon section 481 of the code, 
the method of inventory valuation was changed. The action was based 
on the express code assurance that any accession to surplus attributable 
to pre-1954 years would not be taxed in later years. 

If section 24 as proposed should be enacted, this “voluntary” change 
of method will result in a wholly unanticipated tax on the company, 
and moreover a tax which will raise only because the company has 
been lured into a vulnerable position by the provisions of section 481 
now on the books. Other taxpayers who have been content to con- 
tinue doubtful accounting methods will under the proposed bill, re- 
tain a choice whether to hold fast or incur tax upon a change. We need 
not, I think, belabor the unfairness of this situation. 

The “entrapment” aspect of section 24 in such cases can be avoided 
simply by providing that the new section shall be applicable only to 
changes in accounting methods made in taxable years beginning after 
December 31, 1956. This ch: ange in effective dates has obviously lim- 
ited revenue implications, and will bring the application of the new 
statutory rule into line with the general principle against retroactive 
legislation, which this committee has alw: ays ec arefully. observed. 

Indeed, it may be noted that the House bill itself, for the most part, 
although it is in general a “loophole closing” bill, avoids retroactive 
applications of new substantive rules. Of its 82 sections, only 9 sub- 
stantive sections are made retroactively applicable. Twenty-five sec- 
tions involving substantive changes in the law are made applicable 
after either November 7, 1956, or December 31, 1956, or some other 
date subsequent to August 16,1954. (These interim dates are dates as 
of which the Mills committee announced its intentions.) The remain- 
ing 48 sections are procedural, or clarifications of present law, or 
corrections of mechanical slips in the original code. As examples 
of nonretroactive substantive provisions aimed at rather patent loop- 
holes in the existing code, I would like to refer to sections 3, 9, 11, 12 

16, and 34 of H. R. 8381. Retroactive taxation would be justified 
much more readily under any of these sections than in the case of 
section 24, and nevertheless the wise policy of making these provi- 
sions nonretroactive has been adopted by the House. 

Long ago Mr. Justice Story wrote: 

Retrospective laws are, indeed, generally unjust, and as has been forcibly 

said, neither accord with sound legislation nor with the fundamental principles 
of social contact. 


22196—58 
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The Congress has, I believe, very consistently been guided by simi- 
lar principles. In the light of this well-established congressional 
policy, a change in the effective date of section 24 seems plainly to be 


called for. Otherwise the same unjust consequences will result for 
many taxpayers which the Supreme Sonat foresaw in a case some years 
ago where the Treasury attempted to impose a new principle of law 
retroactively : 


We are asked to make a retroactive holding that for some 7 years past a multi- 
tude of transactions have been taxable although there was no source of law 
from which the most cautious taxpayer could have learned of the liability. If 
he consulted the decisions of this Court, he learned that no such tax could be 
imposed ; if he read the Delphic language of the act in connection with existing 
decisions, it, too, assured him there was no intent to tax; if he followed the 
congressional proceedings and debates, his understanding of nontaxability would 
be confirmed ; if he asked the tax collector himself, he was bound by the regula- 
tions of the Treasury to advise that no such liability existed. It would be a 
pity if taxpayers could not rely on this concurrent assurance from all three 
branches of the Government. But we are asked to brush all this aside and 
simply to decree that these transactions are taxable anyway (Helvering v. 
Griffiths, 318 U. 8.381, 402 (1943) ). 


I wish to thank the members of the committee. 

The Cuarrman. Thank you very much, Mr. Rockler. 

Are there any questions? Thank you very much. 

(The following letter relating to sec. 24, from Messrs. William A. 
Kelley, Jr., Folz, Bard, Kamsler, Goodis, and Greenfield, of Phila- 
delphia, was subsequently submitted for the record :) 


Foz, BARD, KAMSLER, Goopis & GREENFIELD, 
Philadelphia, February 28, 1958. 
Hon. Harry F. Byrp, 
Chairman, Senate Finance Committee, 
United States Senate, Washington, D. 0. 

DEAR Sir: We wish to express our opposition to section 24 of the Technical 
Amendments Act of 1958, H. R. 8381. 

We submit that section 481 of the Internal Revenue Code affords a fair and 
reasonable solution to the Commissioner’s problem as it existed under prior case 
law and that the amendment contained in section 24 of H. R. 8381 is unjust and 
should not be passed. 

It has always been the rule, under the internal revenue acts, that a manu- 
facturer or retailer, for whom inventories are an income-producing factor, must 
compute his taxable income upon the accrual method of accounting and by the 
use of opening and closing inventories. Such a taxpayer who reports income by 
the cash method deducts payments for inventory, whether related to current 
sales or not, and omits from income current receivables not collected during the 
period. 

When such a wrong-method taxpayer changes to an accrual method, unless 
certain adjustments are made, either in the first accrual year or in prior years, 
the previous wrongful omissions and deductions might never be corrected. 

Under the ease law, the Commissioner was not allowed to add such items to the 
first accrual year.* The reason for this rule is that a taxpayer cannot be 
assessed in a given year for wrongful omissions or deductions from prior years.” 
The Commissioner was required to make the appropriate adjustments in the 
years during which the improper accounting was employed, subject only to the 
statutory limitation upon assessments for past years. 

Some relief was afforded the Commissioner by section 481 of the Internal 
Revenue Code of 1954. This section prohibits adjustments in the year of change 
for items related to pre-1954 code years, whether the change be initiated by the 


1 Welp v. Comm’r, 201 F. (2d) 128 (Sth Cir. 1953) : Comm’r v. Dwyer, 203 F. (2d) 522 
(2d Cir. 1953); David W. Hughes, 22 T. C. 1 (1954); Clement A. Bauman, 22 T. C. 7 
(1954) ; Elsie SoRelle, 22 'T. C. 459 (1954). 

2Comm’r V. Dwyer, 203 F. (2d) 552 (2d Cir. 1953) ; Comm’r y. Frame, 195 F. (2d) 
166 (3d Cir. 1952); Bet. of Samuel Mnookin, 12 T. C. 744 (1949); Greene Motor Co., 
5 T. C. 314 (1945). 
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taxpayer or by the Commissioner. The impact of 1954 code year adjustments is 
mitigated by providing that the additional tax due shall not exceed the aggregate 
of taxes Which would have been due had the adjustments been prorated over the 
year of change and two or more preceding years. 

The sole function of section 24 of H. R. 8381 is to amend section 481 of the 
Internal Revenue Code of 1954 to remove the prohibition of pre-1954 adjustments 
in cases where the change from a wrong accounting method to a proper account- 
ing method is initiated by the taxpayer. The relief from such adjustments is pre- 
served for wrong-method taxpayers who take no steps to terminate improper 
accounting practices, but who instead, wait for the Commissioner to demand 
the change. 

It is a strange principle of justice which penalizes the voluntary correction of 
improper accounting, while preserving a benefit for the taxpayer who continues 
to employ an unlawful accounting method—a principle which should not be 
endorsed by the Senate. 

Very truly yours, 
WILLIAM A. KELLEY, Jr. 


(The following statement of Merle H. Miller of the firm of Ross, 
McCord, Ice & Miller was subsequently submitted for the record:) 


STATEMENT BY MERLE H. MILLER, ATTORNEY, Ross, McCorp, Ice & MILLER, 
INDIANAPOLIS, IND. 


SECTION 24. ADJUSTMENTS REQUIRED BY CHANGES IN METHOD OF ACCOUNTING 


Section 24 would amend section 481 (b) of the 1954 code by requiring taxpayers 
who voluntarily change methods of accounting to pick up all adjustments for 
prior years, while continuing to limit adjustments which may be made by the 
Commissioner of Internal Revenue to the years commencing after December 31, 
1953. I wish to urge the continuation of this limitation on the Commissioner. 

Section 481 of the Internal Revenue Code of 1954 as originally passed by the 
House in effect repealed any statute of limitations on deficiencies arising from 
any change in accounting methods whether at the instance of the taxpayer or 
the Commissioner. Although the courts had not allowed the Commissioner to 
take into income of the current-year items attributable to years barred by the 
statute of limitations, section 481 expressly allowed this in certain instances and 
cushioned the impact by allowing a spread of the tax liability over a period 
of 10 years. 

The Senate Finance Committee wisely limited the application of section 481 
to years commencing after December 31, 1953. The purpose of the statute of 
limitations is to allow business to go forward on the assumption that at the 
end of a certain time it knows its liabilities, and under section 481, as originally 
passed by the House, that could never be true. For example, a business that 
had used an erroneous method of valuing its inventory over a period of 20 years, 
and had had its method of valuing inventory approved on many audits by reve- 
nue agents during that time, could suddenly find itself confronted with a tax lia- 
bility in the year of change of its method of valuing inventory by the revenue 
agent which might well be fatal to the business. That would be true of an 
expanding business where the net result of the change in the method of valuing 
inventory would be to take into account in the current year income that was 
really attributable to the past 10 or 20 years. 

The amendment of section 481 by the Senate was, therefore, wise in that it 
placed a practical limit on the unforeseen liabilities that might confront a busi- 
ness as a result of changes in methods of accounting. However, this limita- 
tion applied to changes initiated by the taxpayer as well as those initiated by 
the Government, and there is less reason to be solicitous about the taxpayer 
who initiates the change than about the one who is forced to change pursuant 
to audit of the internal revenue agent. In the former instance, there is a possi- 
bility of changing voluntarily and thereby obtaining a temporary windfall. Sec- 
tion 24 of the technical amendments bill of 1958 would eliminate the possibility 
of a temporary windfall to one who initiates the change in accounting but would 
preserve for taxpayers, whose methods of accounting are changed pursuant to 
audit by the internal revenue agent, benefits intended by the Senate when it 
amended section 481 of the Internal Revenue Code of 1954 to preclude adjust- 
ments with respect to years prior to 1954. 
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Apparently, the Commissioner has been fearful of the consequences of the ap- 
plication of section 481 to those taxpayers who voluntarily change methods of 
accounting and so has refrained from issuing regulations under section 481, 
with the result that agents in the field do not feel free to follow the clear man- 
date of section 481 and restrict adjustments to years after December 31, 1953. 
The result is the holding up of the settlement of many many cases with the con- 
sequent uncertainties to the businesses involved. 

We, therefore, urge the passage of section 24 or such similar provisions as 
would eliminate the possibility of a windfall at the election of a taxpayer, on the 
assumption that this amendment would leave the Commissioner free to issue 
regulations under section 481 to carry out the clear mandate of the Senate Fi- 
nance Committee as indicated by its report on the Internal Revenue Code of 1954 
at page 308. This would permit the settlement of deficiencies presently asserted 
under section 481 in accordance with the principles previously established by the 
Senate Finance Committee and eliminate much fruitless litigation. 


The CuarrMan. The next witness is Mr. Clement J. Clarke, Jr. 
Will you identify yourself and proceed ? 


STATEMENT OF CLEMENT J. CLARKE, JR., PHILADELPHIA, PA., ON 
BEHALF OF PENNSYLVANIA BAR ASSOCIATION 


Mr. Crarke. My name is Clement J. Clarke, Jr. I am a member of 
the firm of Pepper, Bodine, Frick, Sheetz & Hamilton, of Philadelphia. 

Senator Smaruers. Isthat George Wharton Pepper ? 

Mr. CiarKke. Yes, indeed. 

Gentlemen, I am appearing on behalf of both the Pennsylvania Bar 
Association and the tax committee of the Philadelphia Bar Associa- 
tion. I will comment only on section 24 of H. R. 8481. The general 
assembly of the Pennsylvania Bar Association has adopted a resolu- 
tion with regard thereto which has been filed with your committee. 
The tax committee of the Philadelphia Bar Association has comment- 
ed on several sections of the bill, and a memorandum setting forth 
their comments will be left with you today. 

I regret that my statement to some extent is a repetition in some parts 
of the statement that has just been made by the previous witness. 
However, it will not take more than 10 minutes, and if I may, I would 
like to proceed with the prepared statement. 

The CuarrMan. You may proceed. 

Mr. Crarkr. Section 24 deals with adjustments required by changes 
in method of accounting, and I believe it is desirable to set forth some 
of the background of this section. As an example of the type of 
problem involved, we will assume that a taxpayer who for many 
years has a simple accounting system has not included overhead in 
the valuation of his inventory. 

As the business grew in volume, the amount of overhead which should 
have been included in inventory has been increasing irregularly at an 
average rate of $5,000 to $10,000 a year. 

When the taxpayer installs a cost accounting system, he finds that 
his closing inventory includes $100,000 of overhead, although the in- 
crease in overhead in inventory during the year amounted to only 
$10.000. 

The question is whether by reason of the change in method to include 
overhead the taxpayer should be required to include the whole $100,000 
in income although this item was built up over a period of 15 years 
or whether only the increase of $10,000 attributable to the current year 
should be taxable in the current year. 
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Prior to the 1954 code, there were no statutory provisions setting 
forth what adjustments were to be made where there was a change in 
accounting methods. Where the taxpayer requested and obtained | per- 
mission to change his method of accounting, the Commissioner gen- 
erally required that all the adjustments be included in the year of 
change. 

However, where the change was made by either the taxpayer or the 
Commissioner without an agreement, a body of case law developed 
as to the effect of such changes. Although the cases in this field can- 
not all be reconciled, there grew up two general lines of authority. 

Where the taxpayer initiated the change, there is some authority 
me adjustments were required in order to ) prevent the taxpayer from 

scaping income tax with respect to certain items. Cases supporting 
this view - Z. W. Koby (14 T. C., 1103 (1950) ), William Goodrich 
(25 T. C., 1235 (1956) ). However, the Goodrich case was reversed 
by the ia ‘of appeals for the eighth circuit in Goodrich v. Commis- 
stoner (243 Fed. (2d) 686 (1957) ). Hlowever, where the Commis- 
sioner initiated the change, the cases generally held that the Commis- 
sioner could not impose ‘tax on more than the actual income for the 
current year and that any changes which were attributable to years 
which were closed by the statute of limitations should be ignored. 

The leading cases on this point are Commissioner Vv. Dwyer (203 
Fed. (2d) 522, second circuit, 1953); J. 7. Welk v. United States (201 
Fed. (2d) 128, eighth circuit, 1953) ; Caldwell v. Commissioner (202 
Fed. (2d) 112, ‘second circuit, 1953). 

Earlier cases to the contrary such as William Hardy v. Commis- 
sioner were overruled. 

Section 481 of the 1954 code abolished the distinction between 
changes initiated by the Commissioner and those initiated by the tax- 
payer. It provides quite clearly that adjustments attributable to 
years beginning prior to January 1, 1954, are not to be taken into ac- 
count, and the example in the commitee report clearly demonstrates 
the application of this principle. 

Section 24 of the pending bill would retroactively make a distine- 
tion between changes initiated by the taxpayer and those initiated by 
the Commissioner. It provides for the payment of tax, when the 

taxpayer initiates the change, with respect to all adjustments regard- 
less of whether they are attr ibutable to years prior to 1954. 

Retroactive tax legislation imposing additional burdens by reason 
of changing the tax effect of particular transactions is usually unfair. 
It is particularly unfair where thel egislation is retroactive for a pe- 
riod of almost 4 years, and has the effect of trapping taxpayers who 
acted in reliance upon the express provisions of an act of Congress. 

It is pertinent to consider the action of the Internal Revenue Service 
in this field since the enactment of the 1954 code. Regulations under 
section 481 have still not been promulgated, and it is expected that they 
will not be promulgated until sometime after action is taken on the 
pending legislation. 

It ismy understanding that the Internal Revenue Service has during 
this period refused to approve changes in method of accounting unless 
the taxpayer agreed to make adjustments for all items even though 
they were attributable to years prior to 1954. 

The Internal Revenue Service therefore has been operating in this 
field in direct conflict with the clear and specific provisions of an act 
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of Congress. The proposed legislation would sanction and enact 
into law the unauthorized actions of the Internal Revenue Service 
during this period. Such a precedent might well encourage the In- 
ternal Revenue Service in the future to disregard legislation with 
which they were not in agreement, in hope of having a subsequent 
Congress overrule the legislation. 

The Internal Revenue Service may argue that under section 446 
of the code a taxpayer is required to secure the consent of the Secretary 
of the Treasury or his delegate, and that no consideration should be 
given to a taxpayer who failed to follow this procedure. 

Many changes in accounting methods have been made in the past 
without obtaining the consent of the commissioner, and the Internal 
Revenue Service on the audit of the return has the option of accepting 
the new method of accounting with whatever adjustments are con- 
sidered appropriate. 

Such a procedure has become a practical manner of changing an 
accounting method, and has been recognized in decided cases. It is 
particularly appropriate in a situation such as that with which we 
are here concerned, where the Internal Revenue Service has been 
exacting a price for approval which is in conflict with the code. 

Senator Kerr. May I interrupt and ask a question ? 

Mr. Crarke. Certainly, sir. 

Senator Kerr. You talk about section 481 of the 1954 code? 

Mr. Crarxe. That is correct, sir. 

Senator Kerr. Do you think that the enactment of that section 
created a loophole? 

Mr. Criarke. No.sir: I donot. 

Senator Kerr. Well, if a taxpayer goes off of the cash basis on to 
the accrual basis, and thereby escapes tax on income which he paid 
neither while he was on the cash basis nor when he goes on the accrual 
basis, doesn’t that constitute a loophole ? 

Mr. Crarxe. It may constitute a loophole if his use of the cash 
method was correct. However, if the use of the cash method as ap- 
plied to that taxpayer’s business was incorrect, it should have repre- 
sented income in the earlier years, and the Commissioner should have 
picked it un on the audit of the return for those years. 

Senator Kerr. If he is on a eash basis and therefore hasn’t collected 
it in the preceding years, he wouldn’t have paid tax on it, would he? 

Mr. Crarkr. That is correct, sir, if T was authorized, if he should 
have been on a cash basis, but there are—— 

Senator Kerr. My question assumed that he was on a cash basis. 

Mr. Crarxr. And properly on a cash basis. T would avree with 
yon, sir, under those circumstances there would be a loophole. 

Senator Kerr. Does it not seem to you that that ought to be closed? 

Mr. Crarkr. Yes; I would agree that where there are changes from 
a correct method to a correct method that loophole should be closed. 

Senator Kerr. Let us say that there was a change from—maybe 
he had made a mistake. 

Mr. CrarKr. Yes. 

Senator Kerr. The only purpose that I recall of 481 was to see to 
it that as the taxpaver had income he paid taxes on it. Now, you think 
that is a worthy objective: don’t you? 

Mr. Crarke. It certainly is, sir. But I make a distinction between 
an honest mistake—and I see no difference between an honest mistake 
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in an accounting method and an honest mistake of some other sort in 
which a taxpayer charges off something he is not entitled to charge off. 

Senator Kerr. If he is on a cash basis and hasn’t collected something 
that was owing to him for something that he did last year, he doesn’t 
pay any tax on it; does he? 

Mr. CiarKke. That is correct, sir—assuming that he is properly on a 
cash basis; yes, sir. 

Senator Kerr. Then when he goes on the accrual basis, since that 
accrued prior to the time he goes on the accrual basis, since that accrued 
prior to the time he goes on the accrual basis, he doesn’t pay any tax 
on it; does he? 

Mr. Criarke. You are correct, sir. I think the—if it is a loophole 
and it should be closed as to changes made from one correct accounting 
on another correct accounting method. If a taxpayer on the other 
hand makes an honest mistake in his method of accounting, I see no 
difference between that and any other honest mistake made in a return. 

Senator Kerr. What I think at the moment about your statement 
is that a person had better learn how to make honest mistakes. 

Mr. Criarkr. No, sir. I believe the taxpayer should have good ad- 
vice and should file a correct and accurate return. 

Senator Kerr. I think he should too, and once in a while he does. 
But they don’t all have access to—Who did you say your firm was? 

Mr. Ciarke. Pepper, Bodine, Frick, Sheetz & Hamilton. 

Senator Kerr. A lot of them may be better off to pay taxes. 

All right, Mr. Clarke. It just looks to me like 481 was calculated to 
close a loophole. 

Mr. Criarke. Yes, sir. 

Senator Kerr. Now, say that there was a loophole. Now, how 
would you go about doing it ? 

Mr. Crarke. There is a difference between my personal views and 
the organizations that I represent. Let me state that the organiza- 
tions that I represent have authorized me here request, section 24, 
should either be prospective or these taxpayers who were trapped 
by changing in reliance upon 481 should have an option of getting out. 
We didn’t get into the general area of whether 481 as originally enact- 
ed was sound, because there could be a lot of difference in views on that. 

Senator Kerr. I think the track you are talking about is one that 
was created by those who read a meaning into 481 that the Congress 
didn’t intend it to have. 

Go ahead. 

Mr. Ciarke. Thank you, sir. 

A taxpayer should not be required to perform a useless act, such 
as applying for permission to change an accounting method, when 
it is clear that permission will not be granted unless the taxpayer 
accepts adjustments which are contrary to law. 

It is submitted that the Internal Revenue Service does not have 
an absolute right to refuse a request to change from an incorrect 
method to a correct method with such adjustments as are in accord- 
ance with the law. 

Taxpayers who would be trapped by the proposed legislation are 
generally not attempting to gain a tax advantage. In a growing or 
stable corporate business, they will not obtain any tax benef fit from 
the increased book value unless there is a substantial decline in their 
volume of business of a permanent nature. 








242 TECHNICAL AMENDMENTS ACT OF 1958 


Even if the assets of the business should be sold at a profit, a tax 
on such a gain could be avoided under section 337 of the code. There 
is more chance of an individual taxpayer’s benefiting from a change 
under section 481 as it appears at present, but even then it will only 
occur when the business operations and assets substantially decline 
or are disposed of. On the contrary, changes which have been made 
under section 481 are normally made to reflect a more accurate ac- 
counting system, and will produce more taxable income under our 
expanding economy than if the taxpayer had continued to use his 
old accounting method. 

We respectfully request that section 24 be made prospective only 
or, in the alternative, that those taxpayers who changed their method 
of accounting between the enactment of the 1954 code and the enact- 
ment of H. R. 8381 should be given the option of electing to return 
to their old method of accounting. 

I think you, Mr. Chairman and gentlemen. Are there any further 
questions, sir? 

Senator Kerr. If you make it prospective only, then those who 
made that honest mistake that you are talking about escape from 
taxes; don’t they? 

Mr. Crarke. To take, for example, this hypothetical case of mine, 
they would escape tax only when that inventory, when overhead in- 
cluding inventory went down below a hundred thousand, the business 
would be going on just the same—— 

Senator Kerr. That happens at times? 

Mr. Crarxke. It happens at times, but when the inventory goes up 
again it will have to pick up and pay the tax. 

Senator Kerr. How would you fix it so that if you made it prospec- 
tive you wouldn’t thereby leave that loophole there—or would you 
rather, in view of the fact that you are representing the other view- 
point, not answer that question ? 

Mr. Crarke. I would say that it doesn’t represent a real tax benefit, 
it represents possibly a postponement of taxes. The real income in- 
curred in the year is the $10,000, the real income realized is the 
$10,000 of increase in overhead in inventory in the taxable year, And 
what you would do under section 24 is in effect impose tax on income 
that was earned many years before. 

Senator Kerr. But on which tax hadn’t been paid? 

Mr. Crarkr. Tax had not been paid. But under our recommenda- 
tion tax would still not be paid on that inventory until some date in 
the future, and if the business continues to go along at the same size, 
or if it expands with labor rates increasing your overhead inventory 
is more likely to increase than to decrease, you are requiring pay- 
ment of tax at this time which might never be incurred so long as 
the business continued to go on. 

Senator Kerr. And also he might never pay a tax on income; is 
that right? In fact, it looks to me like he definitely would not. 

Mr. Crarxe. That is correct. 

Senator Kerr. So I think that in making a recommendation to 
change a provision which is calculated to close the loophole, which 
would result in an equity—I am afraid that as far as I am concerned 
that you would render the committee a service if you would tell it 
how you could both avoid the inequity and close the loophole. 





The 
would 
Mr. 
Sen 
Sen 
Treas 
the in 
Mr 
Ser 
indefi 
even 
Depa 
basis 
Mr 
chan; 
ose 
. Se 
was | 
M 
tory 
cont! 
in th 
Se 
tend 
M 
the 
in r 
reas 
mac 
on : 


T 
T 


STA 


h 
att 
the 


car 


TECHNICAL AMENDMENTS ACT OF 1958 243 


The CuarrmMan. You mean he would never pay an income tax, it 
would simply be postponed ? 

Mr. Cxarke. It would be postponed indefinitely. 

Senator Kerr. That is almost as beneficial as never. 

Senator WiiuiaMs. Has it not been ruled by the Court that the 
Treasury Department has the right to convert any taxpayer over to 
the inventory method when and if it is issued ? 

Mr. CrarKe. Yes, sir. 

Senator WiiuiamMs. And thereby this question of postponing it 
indefinitely so that it may never be paid is not exactly correct in that 
even under the old law prior to 1954 and the law now, the Treasury 
Department can always convert that fellow over to the inventory 
basis and catch it up all in 1 year? 

Mr. Cuiarke. No, sir. Under the old law when the Commissioner 
changed a taxpayer over to an inventory method he only could im- 
pose tax on the increase in the current year. 

Senator WixuiaMs. I was thinking about the system, but when he 
was reauditing it would be on the basis that he had not paid ? 

Mr. CiarKke. Yes, when he reaudits he must use an opening inven- 
tory as well as a closing inventory. There have been cases to the 
contrary but a number of recent court decisions have clarified the law 
in that field. 

Senator Wiiu1aMs. But they could pretty well go back to an ex- 
tended date to establish the net worth to start with ? 

Mr. CuarKk. They could go back to all years that were open under 
the statute of limitation. But certainly where taxpayers have acted 
in reliance upon an act of Congress they should not be trapped by 


reason of that reliance. And in most cases where a taxpayer has 
made an honest mistake, the Commissioner should have caught it up 
on audit in the earlier years in which the income is really earned. 
Thank you very much. 
The Cuarrman. The next witness is Mr. Arnold. 


STATEMENT OF LINCOLN ARNOLD, CHAIRMAN, TAX COMMITTEE, 
AMERICAN MINING CONGRESS 


Mr. Arnotp. Mr. Chairman, my name is Lincoln Arnold. I am an 
attorney practicing law in the District of Columbia as a member of 
the law firm of Alvord & Alvord. 

I appear before you as chairman of the tax committee of the Ameri- 
can Mining Congress. 

I am confining my testimony to section 32 of H. R. 8381, which sec- 
tion deals with the definition of the term “property” for the purpose 
of computing the percentage depletion allowance. The objective of 
section 32 of the House bill is to remove unintended hardships result- 
ing from the provisions of section 614 of the Internal Revenue Code 
of 1954. 

While we strongly endorse the objective, section 32 in its present 
form fails to resolve a number of problems, and will lead to litigation 
which is quite unnecessary. 

In my limited time for oral testimony I can merely present an out- 
line of the unintended hardships involved and of the solution needed 
by the mining industry. A more complete discussion is set forth in the 
attached appendix which includes a list of the court decisions under 











244 TECHNICAL AMENDMENTS ACT OF 1958 


the 1939 code with reference to the right of a taxpayer to treat a mine 
as the depletion unit. And, Mr. Chairman, I wish that my appendix 
be included in the records. 

The CHatrMan. Without objection, it will be included in the record. 

(The appendix referred to appears at the end of his oral testimony.) 

Mr. Arnotp. The percentage depletion deduction has always been 
determined under the statute by a percentage of the gross income from 
“the property,” subject to the limitation that the deduction cannot 
exceed 50 percent of the net profits from “the property.” Prior to the 
enactment of the 1954 code the statute contained no definition of the 
term “property,” but the regulations sought to define the term. Gen- 
erally speaking, the courts interpreted the regulations as permitting 
the taxpayer to treat each mine as a property, whether the mine was 
only part of a single acquisition or was made up of multiple 
acquisitions. 

The national office of the Internal Revenue Service, however, inter- 
preted its regulations to mean that where a mine was made up of a 
number of acquisitions of claims or interests, each acquisition was a 
separate property, and the mine itself could not be treated as a single 
property. In the case of oil and gas, it was well established and ac- 
cepted that each separate acquisition in each deposit constituted a 
property, and the Commissioner attempted to apply the same concept 
in the case of mines. 

The courts, however, consistently rejected the “separate acquisition” 
concept where mines were involved and permitted taxpayers to treat 
each mine as a separate property, regardless of the number of leases, 
deeds, or other acquisitions which were included within the mine. 

The national office of the Internal Revenue Service refused to acqui- 
esce in the court decisions and, at the time the 1954 code was enacted, 
was still adhering to its position that a mine composed of several acqui- 
sitions could not be treated as a single property for percentage deple- 
tion purposes. 

However, revenue agents in the field were not generally following 
the position of the national office. The agents were faced with the 
practical situation that a single mine may be made of hundreds or 
even thousands of acquisitions. Where conflicting mining claims 
overlap and duplicate each other, the mine owner often has to acquire 
all of the conflicting claims. The multiplicity of conflicting and 
overlapping claims was well illustrated by Allen F. Miller, of the 
Forest Service, United States Department of Agriculture, in a speech 
delivered at the annual meeting of the American Mining Coneress in 
Salt Lake City, Utah, September 10, 1957. Mr. Miller stated, in part, 
as follows: 

We have found records of over 10,000 mining claims filed on one 30,000-acre 
area in Colorado. They are stacked almost knee deep in places. In one county 
in the State of Washington T counted 42 books containing mining locations and 
other mining instruments. There were about 400 pages per book. There are 
a tremendous number of abandoned, dormant and inactive claims. 

Quite naturally, revenue agents were not prone to force a mineowner 
to make hundreds or even thousands of depletion computations for 
a single mine, which would involve, in the case of conflicting claims, 
a determination of which claims were valid. Thus, if the taxpayer 
owned 3 separate mines, and each of the mines was made up to 20 
separate acquisitions, the agents did not insist that the taxpayer had 60 
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different properties on which to compute percentage depletion. In- 
stead, the taxpayer was permitted to treat each of the 3 mines as sepa- 
rate properties, or he could combine all 3 mines into a single property, 
if they were contiguous, or nearly contiguous, or he could combine 
two of the mines into one property and treat the third mine as a 
separate property. 

Of course, the field agents and the courts required consistent treat- 
ment on the part of the taxpayer—he could not shift his method of 
treatment from year to year. 

Senator Krrr. I would like to have you explain that to me, thou- 
sands of acquisitions. I know your statement is well founded 

Mr. Arnotp. You mean to get up to thousands? 

Senator Kerr. Yes. 

Mr. Arnot. There is a good example in the Butte district in Mon- 
tana when, I forget the time—it goes way back to the early days of 
the Anaconda Co.—there was a tremendous amount of litigation as 
to who owned the claims underneath the hill, and there were literally 
thousands of conflicting claims. It finally ended up by getting all the 
claims together in one company. 

Senator Kerr. In the Anaconda ? 

Mr. Arnorp. Yes. That ended a famous litigation. 

Senator Kerr. That is the giant mine there that goes literally 

Mr. Arnoxp. There are a number of mines on the hill, but each 
mine was made up of a vast number of claims. 

Senator Kerr. And they are all penetrating the same general body 
of ore? 

Mr. Arnotp. So I understand, yes. That of course was before 
my day, Senator. 

Senator Kerr. I understand. Well, I must say that is a sight worth 
seeing, and an exhibit worth being familiar w ith, just from the stand- 
point of academic interest in the portions of that tremendous reserve 
there which has been developed and mined over such a long period of 
time, and as time goes on, it has appeared that the deve ‘lopments would 
support the thesis that that was a single body of ore. 

Senator Gore. May Lask a question ¢ 

The CuratrrMan. Senator Gore. 

Senator Gore. Were some of those acquisitions property, surface 
property, capital structures, not strictly of a mining or mineral nature ? 

Mr. Arnon. Well, the acquisition, I would assume, all went back 
tomining claims. You have your mining claims, they frequently over- 
lap, Senator, or you could have a numbr of claims which were not 
Ov erl: apping but in order to make a mine, one person acquires claims by 
purchase from other persons. 

Senator Gore. I understand. That wasn’t the question I was ask- 
ing. I was trying to get at the point of your contention here. You 
have said that the Internal Revenue regulations do not permit you to 
treat the whole as one? 

Mr. Arnon. Yes, sir. 

Senator Gore. But instead it requires you to treat it in its various 
parts. 

Mr. Arnotp. Let me give you an example of the type of case that 
would come up and be litigated. You have got a mine which is made 
up of, say, 20 acquisitions, that is, purchases from 20 different people. 
Let us say they are not even conflicting claims, you have got 20 
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different acquisitions, 20 tracts, but there is just one mine that mines 
the whole. ‘The position of the national office in Washington was that 
you would have to complete depletion on 20 different properties, that 
1s, on each acquisition, on each tract. 

Senator Gore. And the percentage of the depletion would vary with 
the tracts, would it ? 

Mr. Arnotp. Yes, the deduction for depletion can vary under a num- 
ber of circumstances. You might have one acquisition which is prob- 
ably richer than another in ore. You might get the full 15 percent of 
gross income if you could figure out what you made on this first acqui- 
sition, say a tract over here in the southwest corner of the mine. It 
may be producing 15 percent of gross without hitting the limitation of 
50 percent of net. 

Another part may be leaner, and the 50 percent of net would cut the 
depletion deduction down. 

Senator Gore. Now, would another part be, another part the whole, 
if treated as a whole, be property, capital acquisitions, not entitled to 
depletion at all standing alone and apart by itself? 

Mr. Arnotp. No; they would all be entitled to percentage depletion. 

Senator Gore. So your problem here is the variation of percentage of 
depletion and not variation from nothing to the maximum? 

Mr. Arnoxp. That is right. Frequently it makes no difference 
whether you make 20 computations for the mine or if you may just 
make one computation for the whole mine. 

Senator Gore. If it makes no difference, of what do you complain ? 

Mr. Arnoxp. I say frequently it makes no difference. Sometimes it 
does. Even if it didn’t make any difference we would still complain. 
We don’t see why a taxpayer should have to make 20 computations for 
the percentage depletion deduction if he has got a mine as one unit. 
He is keeping his records on the one mine, and he wants to treat it as a 
unit and make the depletion computation on the one unit. 

Senator Gore. Is the onerousness of computation the only hurt? 

Mr. Arnoip. That can be very onerous, sir, very much so. In fact, 
sometimes they can’t even compute depletion if you go to separate 
acquisitions, there are so many of them, Senator, in the operation of 
a mine, when they start pulling that ore out of a mine, what the com- 
plaint is—you can’t be busy keeping books all day instead of mining. 

Senator Gore. Is it the essence of your complaint it multiples it 
and onerousness of calculating depletion on many acquisitions, or is 
the inequity on the tax paid ? 

Mr. Arno. It is primarily the former, so the taxpayer can use 
the mine as a unit and not have to break it down into component ac- 
quisitions. That is the chief thing. 

Senator Gore. All right. 

Senator Frear. May I ask a question to clear my mind? 

What is depletion ? 

Mr. Arnowp. It is the return of the capital value of the mineral 
property. We have two types of depletion, cost depletion and per- 
centage depletion. We used to have discovery value depletion. 

Senator Frear. Cost depletion ? 

Mr. Arnowp. Yes. This can also involve cost depletion—a mine may 
be just on cost depletion, but they don’t want to be making 20 calcula- 
tions of the cost of the mine. 
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Senator Frear. Did I understand your response to the Senator from 
Tennessee’s question to be that if you have a mine of 20 acquisitions 
and they are only mining 5 of them, that they can take a percentage 
depletion on the other 15% 

Mr. Arnoxp. No; there has to be income from it. 

Senator Frear. I didn’t understand it that way, I thought it had 
to be on income, but I gathered your response did not contemplate 
that. 

Mr. Arnop. I do not want to create any misunderstanding. It 
can make a difference taxwise if a mine is broken down into its com- 
ponent acquisitions, say 20 acquisitions, or treated just as one. There 
are cases Where it can make a difference. For example, perhaps 1 
acquisition that you have been mining during the year had a poor 
grade of ore, and if you kept track of that 1 separately your deple- 
tion allowance would be limited to 50 percent of your profit from 
that operation during the year, but if you combine it with the whole 
mine, the whole mine may not get hit with the 50-percent limitation, 
and the depletion would be 15 percent of the gross income. 

Senator Gore. Now, following up, Senator Frear’s question, would 
it be possible, if treated as a whole, that depletion would be permitted 
and allowed on acquisitions from which no income has been derived ¢ 

Mr. Arnotp. It would not be. 

Senator Gore. It would not be? 

Mr. Arnotp. No; if there is no income—let us take a mine that 
has several acquisitions, and you are actually working those, but there 
are other acquisitions that are part of the mine that are not bein 
worked. If you treat the mine as a whole, the only thing the idle 
parts could do in that case is to hurt you. Let’s say you have got two 
acquisitions, and they are a part of the mine but are not being operated, 
that is, you are not extracting ore from them. If you treat the mine 
as a whole, the taxes on those two idle properties, if they are ad valorem 
taxes, would go into computation of the depletion net income from 
the mine. 

Senator Gore. We are not talking about ad valorem here. 

Mr. Arnovp. I am just giving an example of how it can hurt you. 
If you are not getting any income from those two properties which 
are part of the mine, you are not getting any ore, it can’t help your 
gross income for percentage depletion, but it can hurt you if the 50- 

ercent net limitation comes into play, because the cost of just carry- 
ing those two idle properties will reduce your percentage depletion 
deduction if determined under the 50-percent net limitation. 

Senator Gore. Then would it follow that if you treat it as a whole, 
you do in fact obtain a depletion benefit if not a specific allowance 
on acquisitions from which no income is derived ? 

Mr. Arnoxp. No, sir. 

Senator Kerr. What he said was that you get a penalty. 

Mr. Arnowp. Yes; it isa penalty. 

Senator Kerr. The 50-percent net income principle limits the deple- 
tion factor ; it does not add to it. 

Mr. Arnoip. And just having those two properties, if they don’t pro- 
duce any income, still may produce expense; for example, I mention 
the ad valorem taxes on them. So that could reduce your depletion 
net income from the mine. 
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Senator Kerr. Which might reduce the amount of depletion that 
you could take? 

Mr. Arnorp. Right. 

Senator Frear. This is all percentage depletion ? 

Mr. Arnotp. Yes, sir. 

Senator Frear. How would cost depletion conflict in this, or what 
ey ae could be made of cost depletion in lieu of percentage de- 

etion ? 

P Mr. Arnorp. Treating all the properties as one in a mine—you can 
get some variation. I don’t know whether it would be important, 
because one acquisition may have cost a dollar a ton, another part cost 
you $2 a ton or a dollar and a half a ton, and when you put them all 
together, then you have got so much cost per ton for the whole mine. 
Then, cost depletion would not depend on what part of the mine you 
are digging out of at the time. 

Senator Wirirams. This section you are speaking of deals pri- 
marily with percentage depletion ? 

Mr. Arnotp. It deals with definition of a property for the purpose 
of ee depletion and cost depletion. 

Senator Witt1ams. And I recognize how, if for instance, there are 
15 different mining operations and 5 of them in production, the 5 would 
not be affected. But on the 10 that are in production, if 5 of those 
are not affected by the 50-percent limitation in that they are highly 

roductive, and the other 5 are not, by consolidating and after arrang- 
ing them you can in effect increase your tax advantages; is that not 
true? 

Mr. Arnorp. No, sir; you cannot increase your tax advantages by 
consolidating idle properties. 

Senator WiuttraMs. I am not speaking of idle, I am speaking of 
operational properties. You have some of them which are affected, 
when you figure them individually, which are affected by the 50 percent 
limitation ¢ 

Mr. Arno. Yes, sir. 

Senator Wma1ams. You have some of them which do not reach the 
50 percent limitation ? 

Mr. Arnotp. Yes. 

Senator Wrtutrams. And then when you consolidate those which 
are producing, those which are effected by the 50 percent limitation 
and those which are below it, when you consolidate it you can take a 
greater tax deduction, is that it? 

Mr. Arnoxp. It is possible that the 50 percent limitation may not 
come into play then, so you don’t get less than the 15 percent of gross. 

Senator Wir1r1aMs. I know that. I am not speaking of that. I 
am speaking about the net tax payable could be reduced as a result of 
aggregating the properties, after ranging it, and you could take a 
greater tax deduction. 

Mr. Arnoxp. There is no question but what that isso. And that is 
how some of the litigated cases came up. 

Senator WriuiaMs. I am not speaking of the merits or demerits of 
it, I am merely saying that it has a tax advantage. 

Mr. Arnotp. Itcan have. That has been answered. 

Senator Witt1ams. And the second point would be the—— 

Mr. Arnotp. Multiplicity of computation. 

Senator Witu1aMs. The bookwork of keeping the accounts? 
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Mr. Arnotp. Yes, sir. 

Senator Kerr. Let me get a point clear in my own mind. The 
Senator talked about the limitation contained in the 50 percent of net 
income limitation ¢ 

Mr. Arnoxp. Yes, sir. 

Senator Kerr. Is that a rule that is applicable to an acquisition, a 
property, or to the taxpayer ¢ 

Mr. Arnovp. It is to the property. The depletion allowance is 15 
percent of the gross income from the property. But not more than 50 
percent of the net income from the property. It is net per taxpayer; 
it is per property. 

Senator Kerr. It is per property, but not per acquisition? 

Mr. Arnon. Well, that is the nub of the question. The Bureau’s 
position, of the national office, was that each ac quisition was a prop- 
erty, even though all of them are operated together as one mine 

Senator Kerr. The 1954 code changed that to some degree ? 

Mr. Arnowp. Yes. 

Senator Kerr. And it was the thought, in my judgment, if one who 
sponsored that provision, I believe, that the effect of it was toeliminate 
the basis to define-an acquisition asa property regardless of its bemg 
connected with and made a part of a larger operation. 

Mr. Arnowp. Exactly what the 19! 54code tried to do, yes. If aman 
had just 1 mine, and he had 10 acquisitions in. it, there is no question 
that under the 1954 code he could elect to say, “I have got one prop- 
erty.” That was fine. But the trouble with the 1954 code was this: 
A man might have 3 mines, let’s say, in the same operating unit, 3 
mines. Under the 1954 code—prior to the 1954 code he treated each 
mine as a property, because the courts let him do se, although the 
national office disagreed, even though each mine may have had 20 
acquisitions in each. The 1954 code said, “You can make one aggre- 
gation only within this operating unit.” 

So you could throw all of your 3 mines together as 1 property, but 
you could not take each mine as a separate property, because that 
would be 3 aggregations. And the 1954 code says you can have only 
one aggregation w vithin an operating unit. And that is where the rub 

same in the case of amine. A fellow might have 3 mines within 1 oper- 
ating unit, and he wants to treat them each as a separate property, 
as he had: done before, and he couldn’t do it under this new code. 

One other thing it did. A man may have had 1 acquisition in 1 
deposit, but he has got 2 mines on it, 1 at the south end and 1 at the 
north end. He was treating each mine as a property. The 1954 code 
comes along and spells out the rules so precisely on the definition of a 
property that he has now got only 1 property, ‘because there is only 1 
acquisition in 1 deposit. What we ask is that in that kind of a case 
the man can treat each mine as a property. 

Senator Lone. May I ask a question there? 

Senator Kerr. I thought you said the 1954 required that he treat 
each mine as a property ? 

Mr. Arnotp. No; in that case it is just one acquisition. 

Senator Bennetr. He is not aggregating? 

Mr. Arnotp. He wants to deaggregate here. 

Senator Kerr. In other words, he had 1 acquisition, of which he de- 
veloped 2 mines, and therefore 2 propérties. 
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Mr. Arnot. Prior to the 1954 code he treated each mine as a prop- 
erty. Under the definition of the new code he cannot. 

Senator WitxiaMs. Are you suggesting that we repeal the 1954 code? 

Senator Lone. I am so confused I could not even ask an intelligent 
question about. it. 

Mr. Arnoxp. It is a very complicated field. 
meee Frear. How does the bill affect what you have told Senator 

err ? 

Mr. Arnotp. The proposed bill says, if you wish, instead of using 
the 1954 code rule, you can use the 1939 rules. 

Senator Frear. On this north and south mine? 

Mr. Arnoxp. On anything. But the trouble is, What are those 
rules? We call it a license to litigate, because the national office has 
not acquiesced in the court decisions that were in favor of the tax- 
payers on treating the mine as a depletion unit. So we do not know 
exactly what the law is under the 1939 code. 

It would take a lot more litigation to determine what those rules 
are. 

Senator Wriu1ams. Are you endorsing the section of this bill? 

Mr. Arnotp. We are endorsing the objective of it; yes. 

Senator Witx1ams. Do you recommend that we repeal the 1954 act 
entirely and go back to the 1939? 

Mr. Arnot. No, sir; I do not. 

Senator Witt1ams. You are asking for a choice whereby the tax- 
payer can use either the 1939 code or the 1956 code, whichever is the 
most advantageous. 

Senator Kerr. I believe that is what the bill does. 

Senator Witt1aMs. That is what you are recommending and you are 
endorsing. 

Mr. Arnotp. Yes—— 

Senator Doveias. What was the answer to that question ? 

Mr. Arnotp. No; I think I spoke too fast, Senator. The 1954 
code was supposed to liberalize the rules in this area. It was not in- 
tended to take away what the taxpayers could treat as a property 
prior to 1954. 

We are asking that the taxpayer can continue to treat the mine 
as a unit for percentage depletion, and that he can have the rules 
of the present code. If he wants to use the 1954 code, he can do so. 

Now, under the 1954 code, if you had 3 mines in an operating unit, 
you could elect to aggregate all the interest in 1 mine, and treat each 
acquisition in each of the other mihes separate. 

A taxpayer would still have, under our proposal, the right to do 
that if he wishes to do so. However, he would also have the right to 
treat each mine as a property, or to combine the mines. 

Senator Kerr. As it would be—— 

Mr. Arnoxp. Under the 1939 rules, that is what the courts have 
allowed. 

Senator Frear. How does your proposal differ, then, from the 1939 
rules? 

Senator Kerr. See if this does not answer your question. What 
you are trying to get in the law specific authorization to handle it as 
the industry interpreted the law to be under the 1939 code? 

Mr. Arnotp. You have said it very well. 
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Senator Kerr. But the Bureau of Internal Revenue did not inter- 

ret it that way, and now you are setting up as a statute the industry’s 

interpretation rather than the Internal Revenue’s interpretation; 
isn’t that right? 

Senator Bennerr. The court interpretation. 

Mr. Arnotp. The court says if a taxpayer has got 3 mines in 1 
area he may treat each mine as a property. The national office says, 
that is wrong, you should go to separate acquisitions. 

Senator Wiu1aMs. To get back to my original question, as I under- 
stand it, you are endorsing a proposal in this bill which would permit 
a taxpayer to elect as to whether or not he computed his returns under 
the 1939 code or the 1954 code. And you could take the 1939 code 
or you could take the 1954, at our own discretion. This is my under- 
standing of the gist of your endorsement. 

Mr. Arnovp. As to the operating unit. 

Our proposal would be that he can—he starts with the 1954 code, 
but we would give him the the right to make more than one aggre- 
gation. We would change the 1954 code in that respect, in order to 
reach the result he could get under the 1939 rules. 

Senator Wiu1aMs. That still gets back to the point that he at 
his discretion could use the 1939 or the 1954 code, whichever was 
the most advantageous. 

Mr. Arnoup. Yes. If he makes more than one aggregation he gets 
the 1939 rules. If he makes only one aggregation, he uses the 1954 
Code, which is all right. 

Senator Wi1aMs. And that would be at the discretion of the 
taxpayer. 

Mr. Arnotp. That is right. And that is what the 1954 code did, 
it was at the discretion of the taxpayer whether he aggregated or 
not. There is an election in the 1954 code, you can treat your mine 
as a unit, if you have just got one mine, or you can leave it alone and 
treat each acquisition in the mine as a separate property. 

Senator Wittiams. You are getting me confused. If he can do 
that under the 1954 code, what are you talking about the 1939 code 
for ? 

Mr. Arnotp. Because under the 1954 code you could only do that 
once within an operating unit. 

Senator Wititams. And this gives him the chance to go back and 
forth ? 

Mr. Arnorp. No, there is no switching back and forth. He makes 
up his mind which way he wants to go, and he is stuck with it, unless 
the Commissioner 

The Cuatrman. The Chair would suggest that on page 5 the wit- 
ness has made very clear what he desires to be done. 

If he would read those two clauses, I think the committee could 
then understand what he proposes. 

Mr. Arnotp. Shall I pick up where I left off? 

The Cuamman. Let’s begin at “we urge an amendment.” 

Senator Bennerr. May | interrupt at this point to say that I have 
the technical amendment that I should like to offer for the con- 
sideration and study of the committee before we meet in executive 
session. 

I also have a brief statement which complements and supplements 
what the witness has said, and at the conclusion of his testimony. 


22196—58——-17 
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I should now like to offer the text of the amendment with a brief 
statement to be included at the end of the witness’ testimony. 

The CHatrman. I think the witness has very clearly stated his 
objectives. It is in three or four classifications apparently. 

I would suggest you read “we urge an amendment,” and maybe 
we can understand it. 

Mr. Arnovp. Thank you, Senator Bennett. 

Senator Martone. Can I ask a question ? 

The Cuarrman. Senator Malone. 

Senator Marone. First, I want to compliment the witness, Mr. 
Lincoln Arnold, on the clarity of his explanation. It is not an easy 
subject to attack, it is not an easy subject to legislate upon. 

Now, you speak of 15-percent depletion. What minerals do you 
have in mind? 

Mr. Arnotp. The one I had in mind, I was thinking of copper. 

Now, if I had mentioned lead, I would have said 23 percent. 

Senator Matong. I did not know you had mentioned copper. 

Mr. Arnotp. No; I had not mentioned it. That was the thing I 
had in mind. 

Senator Martone. The 1954 code did raise to 23 percent the deple- 
tion allowance. 

Mr. Arnot. For lead and zinc 23 percent, and some other miner: als. 

Senator Martone. Yes. I think everything else is made clear in 
your testimony, and I think you are a very good witness. 

The CuarmMan. Senator Bennett’s amendment and explanation 
will be inserted in the record without objection. 

(The amendment and statement referred to will be found at the 
end of Mr. Arnold’s testimony.) 

Mr. Arnoxp. Section 614 of the Internal Revenue Code of 1954 
provided the first statutory definition of the term “property.” Since 
this definition is based upon the separate acquisition concept, and only 
one aggregation of such separate acquisitions within an operating 
unit is permitted under section 614, the taxpayer can no longer—as 
was permitted under the 1939 code—treat each mine as a separate 
property if there is more than one mine within a single operating 
unit or on a separate acquisition. 

Moreover, section 614 took away a right which the oil and gas in- 
dustry had under the 1939 code—the right to combine mineral de- 
posits under each lease or tract of land. 

In addition, section 614 of the 1954 code requires that the taxpayer 
make a binding election with respect to aggregation of separate ac- 
quisitions as of the first year in which he makes any exploration 
expenditures with respect. to such acquisitions, which may occur 
years in advance of development. Under this requirement, a tax- 
payer may be forced to guess, far in advance, how he will extract the 
mineral from a given area. It is absolutely impractical to require 
the taxpayer to make his election prior to the year in which he makes 
his first expenditure for development or operation of a given ac- 
quisition. I understand that a subsequent witness will develop this 
matter further. 

Section 614 was not intended to take away from taxpayers the right 
to treat as a property a depletion unit which was permissible under 
the 1939 code. As stated by Congressman Mills, chairman of the 
Ways and Means Committee, in his explanation to the House of 
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section 32 of H. R. 8381 (Congressional Record, Jan. 28, 1958, p. 
1037) : 

This definition in the 1954 code was intended to liberalize the provisions of the 
1939 code with respect to the definition of “property.” 

In an effort to correct the unintended hardships resulting from sec- 
tion 614, section 32 of the bill as passed by the House provides, in 
substance, that a taxpayer may elect to treat any property as if the 
1939 code continued to apply. This provision is merely a “license to 
litigate,” since it does not furnish affirmative rules under which the 
mining industry can operate with certainty and without constant 
litigation. 

We urge an amendment which will set forth the necessary affirm- 
ative rules to meet the objectives of section 32. The amendment should 
specifically restore to the mining industry the right in all cases to use 
the mine as the entity or unit on which depletion is computed. It 
should restore the right, in the case of oil and gas, to aggregate de- 
posits in each lease or tract of land. It should also provide that the 
election to aggregate or combine need not be made prior to the de- 
velopment stage of the mine or deposit. 

The proposed amendment should also permit royalty owners to 
aggregate interests in the manner permitted under the administra- 
tion of the 1939 code. This subject will be covered in detail by a 
subsequent witness. 

The Ways and Means Committee stated in its report on the bill 
that section 32 “is expected to result in a negligible revenue loss.” It 
is our opinion that the same will be true if section 32 is amended to 
spell out the foregoing rules. Spelling out the needed rules will save 
taxpayers and the Government a vast amount of time and money 
which would otherwise be spent for additional tax personnel, book- 
keeping help, engineering surveys, and litigation expenses. 

We respectfully urge ‘the adoption of the sane offered by 
Senator Bennett. 

The Cuarrman. That covers your proposal in very clear language. 

Mr. Arnotp. That is right, and the amendment that Senator Ben- 
nett has carries out these “objectives. In other words, in effect, you 
add to section 614 of the 1954 code the 1939 rules; that is what it 
amounts to. 

Senator Bennerr. Mr. Chairman, as I view this amendment, it is an 
attempt to define in specific terms the meaning of the word “property” 
for purposes of depletion. So it is, in a sense, a phey different ap- 
proach to the problem, though its net effect should be as the witness had 
indicated. 

Mr. Arnorp. The technique is to work on the right of aggregation, to 
let the person have more than 1 aggregation w ithin an operating unit, 
so that if he has got 3 mines in an operating unit he can have 3 aggrega- 
tions; that is, treat each mine as a property, which he could do under 
the 1939 code. 

Senator Gorr. Will you explain why you said to Senator Williams 
that a taxpayer could not, after having made an election to file under 
the 1954 or the 1939 provisions, change i in the next year or at some 
other time to another one ? 

Mr. Arnorp. Our amendment, as does the present law, provides that 
if you make an election to aggregate properties, you cannot then switch 
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the following year, because we are not trying to get a tax advantage, 
There can be advantages from one year to another when you are not 
consistent. 

The taxpayer has got to choose his bed and sleep in it. 

Senator Gore. That is contained in the amendment. 

Mr. Arnotp. Oh, yes; the amendment is binding, once made, with 
one exception, and that is in the present law. 

Senator Gorr. You mean the election, once made ? 

Mr. Arnoxp. The election is binding. Maybe your manner of op- 
eration has been changed, so that you ought to have a different kind of 
a unit on which to compute depreciation. Maybe, instead of having 
2 mines you have now got 1 mine, and would like to treat them just as 1, 
You can go to the Secretary and ask permission to change your elec- 
tion, but, unless he gives you permission to change, you are still stuck 
with your original election. 

And I suppose the Commissioner is not going to give you a right to 
change the election if you are just coming in there for tax purposes. 
You have got to have a good, solid justification other than taxes for 
changing your election, such as a change in operations of your units. 

Senator Bennerr. May I suggest a possibleexample? During these 
recent difficult years in the lead-mining industry, in my State, a number 
of hitherto separately operated mines have been merged under one 
management. And I imagine in some cases they are actually being 
operated physically as one party. 

Senator Frrar. Republican or Democrat ? 

Senator Kerr. Or one commercial identity ? 

Senator Bennett. One commercial property. You take my mind 


back to this particular situation, and I find both Republicans and 
Democrats. 


Senator Kerr. You used the word “party.” 

Senator Bennerr. The word should have been “property.” 

In that case I would assume that the manager of the new entity 
should go to the Secretary and ask permission to aggregate the two 
previously separate properties into one. But that is a matter of the 
option of the Secretary. 

Mr. Arnot. Correct. That is a very good example. 

Senator Gorr. Do I correctly understand you to say that though 
tax benefits might accrue to some, or not accrue to others, that the 
reduction of tax liability as a result of the proposed amendment would 
not be substantial ? 

Mr. Arnon. Correct. 

Senator Gore. And you assure this committee that your principal 
concern is to eliminate the onerousness, multiplicity of computations 
from multimum acquisitions ? 

Mr. Arnotp. Yes. There is one more thing that we have done in 
our amendment, as I have mentioned. We are asking that the time 
for making the election as to when to aggregate be delayed to a later 
date than under the present law, because it is almost: impossible 

Now, what the rules were under the 1939 code as to when you should 
decide to treat a mine as a unit were never litigated, we do not know 
what the rules were. It may be that what we are proposing here as to 
the time for deciding whether you are going to treat the mine as a unit 
or not may be later than what the rules were under the 1939 code, be- 
cause they were never settled. 
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We have asked expressly that as to the time for electing, making a 
binding election, you do not have to make it until the first year in 
which you start development or operation of the mine, or of the prop- 
erty. And the present law says you have to do it the first year you do 
some exploration. We think that is tooearly. You do not know when 
you start exploring whether or not you are going to have 1 mine, 2 
mines, or 3 mines. So we have made that different. 

Senator Gore. Thank you. 

The Cuatrman. Thank you very much, Mr. Arnold. 

(The technical amendment and accompanying explanation submit- 
ted by Senator Bennett referred to above and the appendix submitted 


by Mr. Arnold follows :) 


SENATOR BENNETT’S MEMORANDUM IN EXPLANATION OF PROPOSED AMENDMENT 
TO SECTION 32 or H. R. 8381 


Prior to the enactment of section 614 of the 1954 code, the law did not contain 
any definition of the “property” which forms the basis for the computation of 
percentage depletion. The national office of the Internal Revenue Service at- 
tempted to apply to the mining industry the individual lease, or separate ac- 
quisition, concept which grew out of the oil and gas industry. 

However, in extensive litigation, the mining industry established the right to 
compute depletion on the basis of each mine, or combination of mines, without 
regard to the number of mining claims, leases, or other acquisitions. The 
Internal Revenue Service never acquiesced in these decisions, but its field agents 
generally accepted the mine concept as the only reasonable one for mining. In 
many instances, a mine may consist of hundreds of overlapping and duplicating 
mining claims, and it is completely unreasonable to deny to the taxpayer the right 
to use the mine as the depletion unit. Otherwise, he may be forced to compute 
the gross income and net income individually for each separate mining claim 
or lease. 

On the other hand, in some industries (such as coal) it is not unusual to have 
two mines on a single tract of land, and in such cases the taxpayer was per- 
mitted (prior to 1954) to treat each mine as the “property.” 

The taxpayer was always required to follow consistent treatment—he could 
not switch back and forth. However, his consistent treatment was not required 
to begin until the lease or mining claim in question became part of a mine. 

When Congress enacted section 614 of the 1954 code, it did not intend to restrict 
rights of the taxpayers with respect to the meaning of the “property.” Instead, 
it intended, as stated by Ways and Means Chairman Wilbur Mills in explaining 
section 32 of H. R. 8381, “to be more liberal than the definition of property 
followed by the courts under the 1939 code.” 

Unfortunately, the actual result of section 614 of the 1954 code was that it did, 
unintentionally, take away important rights in this field. It deprived the mining 
industry of the following rights: 

(a) The right to use the mine, in any circumstances, as the unit for depletion. 

(b) The right to wait until an acquisition, or lease, became part of a mine (that 
is, until the development stage) before determining the mine of which it would 
be a part. 

Section 82 of H. R. 8381 contains a partial correction of these unintended 
hardships. It provides that a taxpayer may “* * * treat any property (deter- 
mined as if the Internal Revenue Code of 1939 continued to apply) as if subsec- 
tions (a), (b), and (ce) had not been enacted.” 

While this theoretically restores the previous rights, it is primarily a “license 
to litigate,” because the national office of Internal Revenue Service has never 
acquiesced in the court decisions establishing those rights. Further, this provi- 
sion does not prevent the national office from destroying such rights for the 
future by amending the regulations under the 1939 code. 

The proposed amendment to section 32 grants the same relief as that intended 
in the present section 32, but it spells out the rights which were previously 
available under court decisions and commonly accepted actual practice. 

The Ways and Means Committee stated, in its report on H. R. 8381, that 
section 82 “is expected to result in a negligible revenue loss.” The same will be 
true of the proposed amendment to section 32. 
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In summary, the proposed amendment is designed to save taxpayers and the 
xovernment a vast amount of time and money which would otherwise be 
spent for additional tax personnel, bookkeeping help, engineering surveys and 
litigation expenses. 


[H. R. 8381, 85th Cong., 2d sess. ] 


AMENDMENT Intended to be proposed by Mr. Bennett to the bill (H. R. 8381) 
to amend the Internal Revenue Code of 1954 to correct unintended benefits 
and hardships and to make technical amendments, and for other purposes 


On page 44 of the bill, in section 32, strike out lines 5 to 13, inclusive, and 
insert the following: 


Section 614 (relating to definition of property) is amended to read as follows: 
“SEC. 614. DEFINITION OF PROPERTY. 


“(a) GENERAL RULE.—For the purpose of computing the depletion allowance 
in the case of mines, wells, and other natural deposits, the term ‘property’ means 
each separate interest owned by the taxpayer in each mineral deposit in each 
separate tract or parcel of land. 

“(b) Spectat RULE As TO OPERATING MINERAL INTERESTS.— 

“(1) ELECTION TO AGGREGATE SEPARATE INTERESTS.—If a taxpayer owns two 
or more separate operating mineral interests which constitute part or all of an 
operating unit, he may elect (for all purposes of this subtitle) — 

“(A) to form one [an] aggregation of, and to treat as one property, any 
two or more of such interests ; and 
“(B) to treat as a separate property each such interest which he does not 

elect to include within the [an] aggregation referred to in subpara- 

graph (A). 
For purposes of the preceding section [this subsection], separate operating 
mineral interests which constitute part or all of an operating unit may be 
aggregated whether or not they are included in a single tract or parcel of land 
and whether or not they are included in contiguous tracts or parcels. <A tax- 
payer may not elect to form more than one aggregation of operating mineral 
interests within any one operating unit. Jn the case of mines, if the taxpayer 
elects to form more than one aggregation within an operating unit, no aggrega- 
tion within such operating unit may include any interest which is part of a 
mine without including all of the operating mineral interests in such mine at 
the time the election to aggregate is exercised, and any operating mineral 
interest which thereafter becomes a part of such mine shall be included in such 
aggregation as of the first time any expenditure for development or operation 
of such interest is made after such election is exercised. In the case of oil and 
gas wells and other natural deposits (not including mine), only one of the 
aggregations within each operating unit may consist of interests which are lo- 
cated in more than one tract or parcel of land, and not more than one aggreaation 
may be made with respect to each tract or parcel of land, 

(2) ELECTION TO TREAT A MINERAL INTEREST AS MORE THAN ONE PROPERTY IN 
THE CASE OF MINES.—Wheve the mineral deposit in a tract or parcel of land 
is being extracted, or under the then existing plans of the taxpayer will be 
extracted, through more than one mine, cach such mine and the portion of the 
mineral deposit allocated thereto by the taxpayer, in the manner required by 
Regulations prescribed by the Seerctary or his delegate, together with any other 
operating mineral interests which are a part of such mine, may be treated by the 
tarpayer as a separate property, and any operating mineral interest which there- 
after becomes a part of such mine shall be included as a part of such separate 
property as of the first time any expenditure for development or operation of 
such interest is made after such mine is treated as a separate property. 

“(3) Manner or riection.—The election provided by paragraphs (1) and (2) 
shall be made for each operating mineral interest, in accordance with regulations 
prescribed by the Secretary or his delegate, not later than the time prescribed by 
law for filing the return (including extensions thereof) for whichever of the 
following taxable years is the later: The first taxable year beginning after Decem- 
ber 31, 1953 [1957], or the first taxable year in which any expenditure for 
exploration, development, or operation in respect of the separate operating min- 
eral interest is made by the taxpayer after the acquisition of such interest, 
except that in no event shall the time for exercising the election expire prior to 
the last day of the third month following the month in which Final Regulations 
under this section as amended by the Technical Amendments Act of 1958 are 
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published in the Federal Register. An election made by the taxpayer pursuant 
to the provisions of this section prior to the enactment of the Technical Amend- 
ments Act of 1958 shall be deemed an exercise of ithe election provided in this 
subsection unless a new election is made prior to the expiration of the time 
prescribed in the preceding sentence. 

(4) BINDING EFFECT ON ELECTION.—The taxpayer’s election under this sub- 
section shall be binding upon the taxpayer for all subsequent taxable years, with- 
out regard to changes in operations or other circumstances, except that the 
Secretary or his delegate may consent to a different treatment of the interesta 
with respect to which election has been made and with respect to those as to 
which no election has been made. In case an operating mineral interest or a 
part thereof included in an aggregation becomes a nonoperating mineral interest, 
it shall be excluded from the aggregation, but only during the period while it is 
not an operating mineral interest. 

**(5) OPERATING MINERAL INTEREST DEFINED.—For purposes of this subsection, 
the term ‘operating mineral interest’ includes only an interest in respect of 
which the costs of production of the mineral are required to be taken into 
ancount by the taxpayer for purposes of computing the 50-percent limitation 
provided for in section 613, or would be so required if the mine, well, or other 
natural deposit were in the production stage. 

“(6) OPERATING UNIT DEFINED.—For purposes of this subsection, the term 
‘operating unit’ means one or more properties which may conveniently and eco- 
nomically be operated as a single unit. An operating unit claimed by the tax- 
payer in an election under this subsection shall be deemed appropriate unless 
it clearly fails to represent a reasonable interpretation of these requirements. 

“(c) SpecriaAL RULE AS TO NONOPERATING MINERAL INTERESTS.— 

“(1) AGGREGATION OF SEPARATE INTERESTS.—If a taxpayer owns one or more 
separate nonoperating mineral interests in a single tract or parcel of land, or in 
two or more tracts of land which are in the same general geographic area, he may 
elect to treat (for all purposes of this subtitle) such interest or interests 
(whether or not producing revenue) in each separate kind of mineral as one 
property or as two or more properties. If such election is made for any taxable 
year, the taxpayer shall treat such interests affected by such election in the same 
manner for all subsequent taxable years unless the Secretary or his delegate 
consents to a different treatment. 

(2) NONOPERATING MINERAL INTERESTS DEFINED.—For purposes of this sub- 
section ,the term ‘nonoperating mineral interests’ includes only interests which 
are not operating mineral interests within the meaning of subsection (b) (5).” 


(The appendix to the statement of Lincoln Arnold is as follows:) 


I. DEVELOPMENT OF THE MEANING OF THE TERM, “PROPERTY,” PRIOR TO THE 
1954 CopE 


(a) THE STATUTES 


The term “property” in connection with depletion was first used in the Revenue 
Act of 1918. In granting discovery value depletion “in the case of mines, oil and 
gas wells,” the Revenue Act of 1918 based the discovery value depletion on “the 
fair market value of the property at the date of the discovery, or within 30 
days thereafter.” 

In the Revenue Act of 1921, discovery value depletion was limited to the net 
income “from the property upon which the discovery is made.” In the Revenue 
Act of 1924, discovery value depletion was limited to “50 per centum of the net 
income (computed without allowance for depletion) from the property upon which 
the discovery was nade * * *” 

The “separate deposit” concept was first expressed in the law when the Revenue 
Act of 1926 provided, with respect to discovery depletion, that “Discoveries 
shall include minerals in commercial quantities contained within a vein or 
deposit discovered in an existing mine or mining tract by the taxpayer after 
February 28, 1913, if the vein or deposit thus discovered was not merely the 
uninterrupted extension of a continuing commercial vein or deposit already 
known to exist, and if the discovered minerals are of sufficient value and 
quantity that they could be separately mined and marketed at a profit.” 
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In the Revenue Act of 1926 percentage depletion was provided in the case 
of oil and gas wells, at the rate of “27% per centum of the gross income from the 
property” and limited to “50 per centum of the net income of the taxpayer 
(computed without allowance for depletion) from the property. * * *” 

In the Revenue Act of 1932, percentage depletion for coal and metal mines 
and sulphur was first provided, at specified percentages of the “gross income 
from the property during the taxable year,” and limited to “50 per centum of 
the net income of the taxpayer (computed without allowance for depletion) 
from the property * * *” 

No further significant changes with rspect to the “property” were made in 
subsequent revenue acts until the enactment of section 614 of the 1954 Code. 
Until that time, the successive revenue acts and the 1939 Code continued to pro- 
vide depletion for “mines” without statutory definition of the “property” upon 
which percentage depletion was based. 


(B) THE REGULATIONS 





Regulations 62, issued under the Revenue Act of 1921, defined the “property” 
in article 201 in the following terms: 

“(c) A ‘mineral property’ or ‘property’ is the mineral deposit, the develop- 
ment and plant necessary for its extraction, and so much of the surface as is 
reasonably expected to be underlaid with the mineral. The value of a mineral 
property is the combined value of its component parts. 

“(d) A ‘mineral deposit’ refers to ‘minerals only,’ such as the ‘ores only’ in 
the case of a mine, to the ‘oil only’ in the case of an oil well, and to the ‘gas only’ 
in the case of a gas well, and to the ‘oil and gas’ in the case of a well producing 
both oil and gas. The value of a mineral deposit is its cost, or it is the value 
of the mineral property, less the value of the plant, equipment, and surface of 
the land for purposes other than mineral production.” 

These definitions were continued without substantive change until the issu- 
ance of regulations 77 under the Revenue Act of 1932. However, in article 221 
of regulations 69, issued under the Revenue Act of 1926, it was provided that 
“the property,” in the case of oil and gas wells, “refers to the separate tracts or 
leases of the taxpayer.” This provision also appeared in article 241 of regula- 
tions 74, issued under the Revenue Act of 1928. 

In regulations 77, issued under the Revenue Act of 1932, it was provided in 
article 221, as follows: 

“A ‘mineral property’ is the mineral deposit, the development and plant neces- 
sary for its extraction, and so much of the surface of the land only as is neces- 
sary for purposes of mineral extraction. The value of a mineral property is the 
combined value of its component parts. 

“* * * ‘The property,’ * * * means the interest owned by the taxpayer, free- 
hold or leasehold, in any mineral property. The taxpayer’s interest in each 
separate mineral property is a separate ‘property’; but, where two or more 
mineral properties are included in a single tract or parcel of land, the taxpay- 
er’s interest in such mineral properties may be considered to be a single ‘prop- 
erty,’ provided such treatment is consistently followed.” 

The definition of “property” contained in regulations 77 was continued without 
further change and last appeared, prior to the enactment of the 1954 Code, as 
subsection 39.23 (m)-1 (d) (2)—defining “mineral property”—and subsection 
39.23 (m)-1 (i) —defining “the property”—of regulations 118. 


(C) JUDICIAL DECISIONS AND ADMINISTRATIVE INTERPRETATIONS PERTAINING TO 
OIL AND GAS 


In Vinton Petroleum Co. of Texas v. Commissioner (71 Fed. 2d 420 (CCA, 5, 
1934), cert. den, 293 U. S. 601), the court held that in the case of oil and gas 
the “property” meant each separate lease, even though several leases were con- 
tiguous. This decision accorded with other judicial determinations involving 
oil and gas and with the generally-accepted practices in oil and gas. 

On the basis of Vinton Petroleum. General Council’s Memorandum 22106 was 
promulgated (C. B. 1941-1, p. 245), holding the separate acquisition or “lease” 
concept applicable not only to oil and gas but also to mining. In subsequent 
published interpretations, this determination has been adhered to at all times. 
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(D) JUDICIAL DECISIONS PERTAINING TO MINING 


Jewel Mining Co. v. Helvering (126 F. 2d 1011 (CCA 8, 1942), reversing 43 
BTA 1123): In the Jewel case the court refused to permit the taxpayer to com- 
bine a royalty interest (known today as a “nonoperating interest”) with the inter- 
est representing that portion of a tract which he operated himself (known today 
as an “operating interest”). In reaching its decision, the court construed the 
pertinent regulations dealing with the term “property” to apply to mining opera- 
tions as follows: 

“Bach separate coal mine independently operated by its owner constitutes a 
separate ‘property’ for all practical purposes in computing depletion.” 

Black Mountain Mining Corporation (5 TC 1117 (1945) ): Taxpayer operated 
two coal mines on numerous acquisitions which were contiguous. The two mines 
were physically separated by erosion. The Tax Court held the taxpayer could 
continue to treat each mine as a “property” for depletion purposes. The Com- 
missioner first contended that both mines constituted a single property, but 
then reversed his position and contended that each separate acquisition was a 
separate “property,” but the Tax Court stated: 

“Thousands of acres of coal were mined from each of these mines. Many 
tracts of that coal were obtained in blocks of less than an acre. The difficulty 
of determining the net income and the gross income for any year if each acquisi- 
tion is to be treated as a property is at once apparent * * * 

“The petitioner contends that ‘the property’ as used in section 114 (b) (4) 
means the economic and practical unit which the taxpayer must use and develop 
in order to extract a particular block of coal. It includes whatever portion 
of the mineral deposit can be properly mined as a unit and it includes also the 
development, plant, and surface land necessary for the extraction of that particu- 
lar block of coal. Under this theory a large block of coal acquired at 1 time 
might constitute more than 1 property, or smaller blocks of coal acquired at 
different times might combine to form a single property. 

“The regulations and decided cases support the petitioner’s contention * * * 
There are several cases dealing with oil properties which may present a some- 
what different problem.” 

Rialto Mining Corporation (TC Memo. Op., Dkt. 6978 (1946) ): In the Rialto 
‘ase taxpayer extracted ore from a 200-acre tract of land, through 2 inter- 
connected shafts. The Tax Court held the entire tract constituted a single 
“property” since the taxpayer consistently treated the 2 shafts as 1 “property.” 

Clover Splint Coal Company (TC Memo Op., Dkt. 4790 (1946) ): In this case 
taxpayer had a lease on acreage containing 5 seams of coal, surrendered the 
lease and took in turn a lease limited to 2 of the seams. The court upheld 
the position of the Commissioner that no new property had been created by 
the second lease. Since the taxpayer had failed to treat the 5 seams as 1 
“property,” each seam constituted a separate property. 

Cresson Consolidated Gold Mining & Milling Co. (11 TC 192 (1948), petition 
for review dismissed, 175 F. 2d 774 (CA 10, 1949)): In the Cresson case, tax- 
payer operated a gold mine which contained one shaft and hoist. Taxpayer 
executed “split-check” leases, granting to others the right to mine specific blocks 
of ore. Taxpayer computed depletion on the basis of a single “property.” The 
court held the agreements were merely a different method of paying the operating 
expenses, and did not operate to create separate properties. Even if separate 
properties were created, the court said, the taxpayer had consistently treated 
them as one property and the Commissioner was bound thereby. 

Amherst Coal Co. (11 TC 209 (1948)): Taxpayer operated 3 coal mines on 
an area of over 4,600 acres, consisting of 17 acquisitions, both fee and lease- 
hold, acquired over a period of 38 years. The Commissioner contended taxpayer 
should compute depletion on the basis of 17 different “properties,” but the Tax 
Court ruled that since the taxpayer had consistently treated the various acquisi- 
tions as 1 property, they constituted 1 property. 

Gifford-Hill & Co. (180 F. 2d 655 (CA 5, 1950), affirming 11 TC 802 (1948)): 
This case arose under the excess-profits tax law, which contained a statutory 
definition of mineral property identical to that contained in the income tax 
regulations, i. e., “a mineral deposit, the development and plant necessary for 
the extraction of the deposit, and so much of the surface of the land as is neces- 
sary for purposes of such extraction.” 
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The court permitted the taxpayer to treat as one property various non- 
contiguous acquisitions of sand and gravel deposits, stating: 

“There is nothing in this statutory provision which confines a mineral prop- 
erty or deposit to the boundaries of any single tract or parcel of land.” 

Morrisdale Coal Mining Co. (13 TC 448 (1949)): The Tax Court permitted 
the taxpayer to treat 2 leases as 1 property where the coal therefrom was ex- 
tracted from a single mine and the taxpayer consistently treated the 2 leases as 
a single property. 

Tennessee Consolidated Coal Co. (15 TC 424 (1950)): The Tax Court per- 
mitted the taxpayer to compute depletion on the basis of 1 property where the 
taxpayer consistently followed such treatment with respect to 3 tracts of 
land. 

Buffalo Chilton Coal Co. (20 TC 398 (1953)): Taxpayer mined coal from 8 
mines under 7 leases. Prior to 1948 the taxpayer treated each mine as a sepa- 
rate property, but in 1948 he attempted to combine the mines into one property. 
The Tax Court refused to let him switch to one property, since consistent treat- 
ment was required. However, it should be noted that even here depletion was 
computed on 3 properties (the number of mines) rather than on 7 properties (the 
number of separate acquisitions). 

Hanna Iron Ore Co. (TC Memo. Op., Dkt. 36017 (1953) ) : The Commissioner 
computed depletion as though there were 3 properties—1 consisting of 3 
40-acre tracts in which taxpayer owned 2 leasehold interests and which were 
mined through shaft No. 2; the second consisting of a 40-acre tract which tax- 
payer, owned in fee; and the third consisting of a tract in which taxpayer owned 
a partial fee interest and a partial leasehold interest, and which was mined 
through shaft No.1. The Tax Court stated: 

“The mine covered all of a single deposit of ore which the petitioner was mining 
in one single operation * * *. The petitioner has consistently claimed deduc- 
tions for percentage depletion from the mine on the theory that it is but one 
property. The method of the petitioner, under such circumstances, was correct 
and the Commissioner had no authority to depart from it by computing the al- 
lowances for percentage depletion as if there were several properties.” 


(E) COMMONLY ACCEPTED PRACTICES IN THE MINING INDUSTRY UNDER THE 1939 
CODE AS ADMINISTERED IN THE FIELD 


The following are the basic concepts which were commonly followed and ac- 
cepted under the 1939 code as actually administered, in the case of mining: 

(1) The mine could be treated as the “property,” even where there were two 
or more mines on a single tract or parcel of land; 

(2) The mine could be treated as the “property,” even where the mine was 
made up of a great number of tracts; 

(3) Each mine could be treated as a separate “property,” even where several 
mines were operated in a group that might have constituted what is now called 
an “operating unit”; 

(4) Two or more mines contained within a continuous boundary could be com- 
bined and treated as a single “property,” even though each mine was made up of 
a large number of different tracts or acquisitions ; 

(5) In each and every case, the taxpayer was required to follow consistent 
treatment. He could not switch back and forth. The “consistent treatment” 
began when a tract became part of a mine—from that time on he had to follow 
consistent treatment with respect to that tract. There was no requirement that 
the beginning date for the “treatment’’—equivalent to the 1954 code election—be 
the date of exploration activities. 


II. Seorron 614 or THE 1954 CopE—CONGRESSIONAL INTENT AND ACTUAL RESULT 


In enacting section 614 of the 1954 code, Congress intended not only to preserve 
existing rights of the taxpayer, but also to grant him additional rights. Thus, 
the report of the Committee on Ways and Means on H. R. 8300 (H. Rept. 1337, 
83d Cong.), contained the following statement (p. 59) : 

“This provision adopts as the general rule the same definition relating to sepa- 
rate interests now established by regulations. In addition, however, the new pro- 
vision permits a taxpayer to elect to treat as one property an aggregation of his 
separate operating mineral interests which constitute all or part of an operating 
unit.” 
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As stated by Congressman Wilbur Mills, chairman of the Ways and Means Com- 
mittee, in his explanation to the House of H. R. 8381 (Congressional Record, Jan. 
28, 1958, p. 1037) : 

“This definition in the 1954 code was intended to be more liberal than the defini- 
tion of property followed by the courts under the 1939 code.” 

Unfortunately, however, the definition of “property” adopted in section 614 
was not the definition established by regulations and by court decisions, but 
instead was the judicially discredited (insofar as mining was concerned) defini- 
tion enunciated in the national office’s published interpretations of the regula- 
tions. As a result, Congress by adopting section 614 unintentionally precluded 
the following practices which were commonly followed and commonly accepted 
in the administration of the 1939 code: 

(1) Where there are two or more mines on a single tract (acquisition), the 
taxpayer can no longer treat each mine as a property. 

(2) Where there are two or more mines within a single operating unit, each 
mine being made up of multiple tracts, the taxpayer can no longer treat each 
mine as a property. 

(3) The taxpayer can no longer wait until he begins development to decide 
how he will extract the mineral from a given tract. He is now required to make 
an election in the return for the first year in which exploration expenditures are 
made, even though extraction of the mineral may not begin until many years 
in the future. It is not unusual for a career mining company to conduct ex- 
ploratory activities on reserve acreage, to ascertain the extent of reserves, and 
to enable it to plan its operations in an orderly manner, with the intention of 
deferring actual development until the mineral is needed. 

With respect to oil and gas, it should be noted that section 614 (contrary to 
pre-1954 regulations) does not permit the taxpayer to combine deposits within 
each lease, where there are several leases within an operating unit. 


III. Tue EFrrect oF PRESENT SECTION 32 oF H. R. 8381 


As presently written, section 82 of H. R. 8381 would permit the taxpayer to 
treat any proeprty as if section 614 of the 1954 code had not been enacted, but 
if such treatment would constitute an aggregation then it shall be treated as 
an aggregation for the purpose of applying section 614. In effect, therefore, the 
taxpayer is permitted to choose between 1954 code treatment and 1939 code 
treatment in each operating unit—except that he would be permitted to treat a 
mine constituting only a portion of an acquisition as a property (under the 1939 
code) and still utilize the 1954 code to make one aggregation within that same 
operating unit. 

Theoretically, this operates to restore to the mining industry those rights 
which were unintentionally taken away in the enactment of section 614. Un- 
fortunately, however, the national office of the Internal Revenue Service never 
acquiesced in the court decisions interpreting the regulations with respect to 
the meaning of the “property” as applied to mining, and not all of the points 
involved were squarely covered by judicial decisions. The vast gulf between 
enuciated theory of the national office and the ordinary practices which were 
commonly adopted and commonly accepted by the revenue agents in the field 
was not completely spanned by court decisions, with the result that the tax- 
payer would be hard put to prove judicially his legal right to all of the points 
set forth here. 

In substance, therefore, the present section 32 of H. R. 8381 constitutes pri- 
marily a license to litigate. It is unreasonable to leave the situation in such 
an unsatisfactory position when the definition of “property” can be spelled out 
to the satisfaction of the taxpayers without substantial detriment to the Gov- 
ernment. 


IV. Ricuts Wuicn SHoutp BE RESTORED BY AMENDING SECTION 32 oF 
H. R. 8381 


Section 82 should be amended to specifically restore the following rights which 
the taxpayer had under the 1939 code as actually administered : 

(1) The taxpayer should be permitted to treat each mine as a separate 
property where the mineral in a single tract or parcel of land is or will be ex- 
tracted through more than one mine. 
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(2) The taxpayer should be permitted to treat each mine (or group of mines) 
as a separate property where several mines, each made up of multiple acquisi- 
tions, are contained within a single operating unit. 

(3) The taxpayer should be permitted to wait until he begins development 
of a deposit in a tract to make his election with respect to such deposit. 

(4) In the case of oil and gas wells and other natural deposits (not includ- 
ing mines), the taxpayer should be permitted to make an aggregation of de- 
posits in each tract or parcel of land, even where several tracts are included 
within one operating unit. 

(5) Previously permissible concepts with respect to nonoperating mineral 
interests should be restored. 

A definition of “operating unit” should be written into the law, couched in the 
language of the committee reports pertaining to the 1954 code, and a presumption 
of correctness should be granted to the taxpayer’s determination of ‘operating 
unit.” This is necessary because the operating-unit concept was never previously 
spelled out in the law or regulations, and the term is so vague as to be practically 
without meaning as applied to the varied situations which exist in the many 
industries affected thereby. 


V. Tue Tax CONSEQUENCES OF SUCH AN AMENDMENT 10 SECTION 32 oF H. R. 8381 


Since the major objective of such an amendment would be to spell out in specific 
language the rights which are restored under section 32 a's it is presently written, 
it can readily be seen that there would be no revenue loss from such an amendment 
if the taxpayer could establish those rights under the language of present section 
32. However, as previously mentioned, there would be considerable difficulty of 
legal proof with respect to some of the practices which were commonly accepted 
in the past. Therefore a short discussion will be given here of the tax con- 
sequences of the changes-which should be made in present law by amendment to 
section 32 of H. R. 8381: 

(1) Under given conditions, there is a tax consequence flowing from restoration 
of ability to treat each mine as a property where two or more mines are contained 
within a single mineral interest. In such cases, if one mine is operating at a 
profit with depletion limited by net income, and the other mine is operating at a 
loss, the tax consequences are obvious. The amount of revenue involved, however, 
should be relatively small—any taxpayer who can foresee extended periods of 
heavy losses for a given mine, while another of his mines is operating at a profit, 
will inevitably be forced to close the mine which operates at a loss—particularly 
if the operation of the loss mine is going to reduce his depletion for the profitable 
mine. At any rate, the small loss of revenue here involved should not be a factor 
in considering this proposal, because restoring this treatment is clearly as a 
matter of correcting an unintended hardship. It has been common practice in 
the past for the mining industry to treat each mine, in such situation, as a 
separate property. 

(2) There would be no tax advantage resulting from restoration of the right 
to treat each mine (or group of mines) as a separate property where several 
mines, each made up of multiple acquisitions, are contained within a single 
operating unit. Obviously the first aggregation within an operating unit may 
result in tax advantage to the taxpayer if he is fortunate enough to foretell the 
future with accuracy. But the first aggregation is already permissible under 
section 614 of the 1954 code. Under any circumstances where the operating 
results can be foretold with sufficient accuracy to derive a tax benefit from aggre- 
gation, the same tax benefit can be derived from the already-permitted single 
aggregation as could be achieved from multiple aggregations consisting of com- 
plete mines (or groups of mines). 

(3) There will be little tax advantage flowing from restoration of the time of 
development as the time of election. At first glance it may appear that there is 
a tax consequence, because the taxpayer thereby keeps the exploration expendi- 
tures on the reserve acreage from affecting the net income limitation on the 
aggregated property. However, the present law does not require aggregation, 
so the taxpayer is already at liberty to accomplish the same result by refusing 
to aggregate. In effect, therefore, this provision would not affect the tax 
consequences, but would merely permit simplification of depletion computations 
by allowing aggregation instead of barring aggregation through tax penalties. 
As a practical matter, no taxpayer can be expected to determine years in advance 
how he will extract the mineral from a given tract. 
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(4) For the same reasons as those set forth under paragraph numbered (2) 
above, there would be no tax advantage resulting from the restoration of the 
right to combine deposits within each lease, in the case of oil and gas and other 
natural deposits (not including mines). Briefly, whatever tax advantage there 
is from any number of aggregations in an operating unit is already available 
under present law, since all of such advantage can be gained from the already- 
permissible aggregation. 

(5) There would be no tax advantage resulting from restoration of the previ- 
ously permitted flexibility in the case of royalty owners. The owner of a non- 
operating interest is always, or nearly always, on the gross limitation for deple- 
tion purposes, or is taking cost depletion (or, in the case of coal, using capital 
gains instead of depletion). The total depletion allowable will obviously be the 
same whether the taxpayer is permitted to treat his interests as 1 property, 10 
properties, or 3,000 properties. (There are situations where landholding com- 
panies have as many as 3,000 acquisitions. ) 

In summary, an amendment along the lines herein discussed will have an insig- 
nificant effect upon the revenue. It would save taxpayers and the Government a 
vast amount of time and money which will otherwise be spent for additional tax 
personnel, bookkeeping help, litigation expenses, and engineering surveys. 

The CratrmMan. The next witness is Mr. Richard L. Hirshberg, 
assistant counsel, National Coal Association. 

Please identify yourself, Mr. Hirshberg. 


STATEMENT OF RICHARD L. HIRSHBERG, ASSISTANT COUNSEL, 
NATIONAL COAL ASSOCIATION 


Mr. Hirsuperc. Mr. Chairman and gentlemen, I am Richard L. 
Hirshberg, assistant counsel of the National Coal Association. 

I am appearing in place of Mr. Tom Pickett, our executive vice 
president. 

Our organization is the trade organization of bituminous coal 
mineowners and operators throughout the United States. Our mem- 
bers mine more than two-thirds of the commercially produced 
bituminous coal in this country. 

I appear before this committee today to urge you to consider an 
amendment to section 32 of the technical amendments bill, also known 
as the Mills bill (H. R. 8381). 

Our proposal, like section 32 itself, would amend section 614 of the 
Internal Revenue Code of 1954. 

For the purpose of identification, I would like to point out that 
our proposal is the same as the amendment offered by Senator Bennett 
during the testimony of the last witness, Mr. Arnold. 

Senator Kerr. In other words, your position is the same as that 
of Mr. Arnold? 

Mr. Hirsupera. Yes, sir. 

Senator Kerr. And the amendment which he urged and which has 
been offered by Senator Bennett will achieve the objective that you 
now urge? 

Mr. Hirsueerc. Yes, sir, it will achieve that, Senator, among other 
objectives. As I state later on in my prepared statement, I speak 
only for the coal industry. 

Section 614 is a technical and complicated provision of the Internal 
Revenue Code. It is entitled “Definition of the Property.” A proper 
definition of the term “property,” as explained later, is of great im- 
eee to coal mine operators in computing their income tax 

liabilities. It is also of importance to other extractive industries, but 
I deal only with the coal industry’s problems. 
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Congress, as you know, completely revised the Internal Revenue 
Code in 1954. And because the subject of property is so technical, 
it is quite understandable that Congress at that time included some 
language in section 614 which created an unintended hardship on coal 
mine operators in computing their income tax liabilities. 

Incidentally, the 1954 code was the first time that the term property 
had been defined by statute, although there were regulations, rulings, 
and court decisions on the subject. 

Now, in order to correct this unintended hardship inherent in the 
1954 code definition of “property,” the House Committee on Ways 
and Means has approved, and the House has already passed, section 82. 
Before going into a detailed explanation of our proposal, the amend- 
ment offered by Senator Bennett, I want to emphasize three points, 

(1) This proposal only has the effect of giving the taxpayer the 
same rights as he had before the 1954 code was enacted with the al- 
ternative of using the 1954 code if he so desires. Stated another way, 
the two things that our proposal does not do are to create rights which 
the taxpayer did not previously possess, or to give taxpayers the 
privilege of combining the new 1954 code treatment with what they 
could have done under the 1939 code. 

(2) I want to emphasize that our proposal makes no substantive 
change in section 32 of the Mills bill. It simply spells out the provi- 
sions of that section with the purpose of forestalling a large number 
of lawsuits. 

(3) This proposal would not result in any large loss of revenue. 
In this connection, I would like to point out that the report of the 
House Ways and Means Commiteee noted that the revenue loss from 
the enactment of section 32 would be negligible. 

Why is this term “property” important? Mr. Arnold has gone into 
that, but at the risk of being somewhat repetitious I will go into it 
briefly myself. 

The term “property” was defined, as I have stated, for the first 
time legislatively by the 1954 code. The definition is of vital im- 
portance to the coal mining industry, because property is an essential 
element in computing the depletion allowance. Briefly stated, the 
allowance for percentage depletion is the lower of two things, (1) in 
the case of coal, 10 percent of the gross income from the property, 
or (2) 50 percent of the taxable income from the property. So you 
can see that the property does enter into making that computation. 

With the chairman’s permission, I will omit the citations to the code 
and the cases, since they will appear in the record. 

The Cuarrman. They will be inserted in the record without objec- 
tion. 

(The prepared statement of Tom Pickett, executive vice president, 
National Coal Association, is as follows :) 


STATEMENT OF ToM PICKETT, EXECUTIVE VICE PRESIDENT, NATIONAL COAL 
ASSOCTATION 


INTRODUCTION 


My name is Tom Pickett. I am executive vice president of the National Coal 
Association, which is the trade organization of bituminous coal mineowners and 
operators throughout the United States. Our members mine more than two- 
thirds of the commercially produced bituminous coal in this country. 
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I appear before your committee today to urge you to consider an amendment 
to section 32 of the technical amendments bill of 1958 (H. R. 8381, also known 
as the Mills bill). Our proposal, like section 32, would amend section 614 of 
the Internal Revenue Code of 1954. 

Section 614 is a technical and complicated provision of the Internal Revenue 
Code entitled “Definition of the Property.” A proper definition of the term 
“property,” as explained later, is of great importance to coal mine operators in 
computing their income tax liabilities. It is also of importance to the other 
extractive industries, but my testimony will be limited to the coal industry’s 
problems. 

Congress completely revised the Interna! Revenue Code of 1954. Because 
the subject of property is so technical, Congress quite understandably included 
some language in section 614 which created an unintended hardship on coal 
mine operators in computing their tax liabilities. Incidentally, this was the 
first time that property had been defined legislatively, although there were regu- 
lations, rulings, and court decisions on the subject. 

In order to correct the unintended hardship inherent in the definition of 
“property” in the 1954 code, the House Committee on Ways and Means approved, 
and the House passed, section 32 of the technical amendments bill. Before getting 
into a detailed discussion of our proposal, I wish to emphasize three points: 

(1) This proposal only has the effect of giving the taxpayer the same rights 
he had prior to the 1954 code, with the alternative of using the 1954 code if he 
so desires. Stated another way, the two things which this proposal does not 
do are to create rights which taxpayers did not previously possess, and to give 
taxpayers the privilege of combining 1954 code treatment with the previously 
established treatment. 

(2) This proposal makes no substantive change in section 32 of the technical 
amendments bill. It simply spells out the provisions of that section with the 
purpose of forestalling a large number of lawsuits. 

(3) This proposal would not result in any large loss of revenue. In this 
connection, the report of the Ways and Means Committee noted that the revenue 
loss from the enactment of section 32 of the technical amendments bill would be 
negligible. 


IMPORTANCE OF THE DEFINITION OF THE TERM “PROPERTY” 


The term “property” was defined by act of Congress for the first time in 
1954. This definition is of vital importance to the coal mining industry because 
property is an essential element in computing the depletion allowance. Briefly 
stated, the allowance for percentage depletion is the lower of: (1) 10 percent 
of the gross income from the property (in the case of coal), or (2) 50 percent 
of the taxable income from the property (sec. 613, 1954 code). 

In the maze of statutory and regulatory technicalities which have accumu- 
lated on this subject, it is important to remember the basic purpose of defining 
“the property.” That purpose is to aid in computations of gross income and 
taxable income which bear a reasonable relationship to sound and long-estab- 
lished business practices. Such computations, in turn, are made for the purpose 
of carrying out the basic and long-standing congressional mandate that there 
shall be allowed as a deduction in computing taxable income a reasonabble allow- 
ance for depletion * * * according to the peculiar conditions in each case; such 
reasonable allowance in all cases to be made under regulations prescribed by 
the Secretary or his delegate (section 611 (a), 1954 code). 

If the end result is not a reasonable allowance for depletion, in terms of 
economic realities rather than abstract legalistic concepts, then it is time to 
look for something wrong in the application of the important word “property.” 


NO DEFINITION OF “PROPERTY” IN 1939 CODE 


As mentioned above, there was no definition of the term “property” in the 
Internal Revenue Code of 1939. Mine operators made their computations of 
gross income and net income from the property under regulations prescribed by 
the Treasury Department. 


WORKABLE RULES IN REGULATIONS UNDER 1939 CODE 


Regulations issued under the 1939 code contained workable definitions of the 
term “property.” In most cases, the end result was a reasonable allowance for 
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depletion as contemplated by Congress, so long ag the regulations were sensibly 
interpreted. 

“The property” was defined in the regulations as “the interest owned by the 
taxpayer in any mineral property” (regulations 118, section 39.23 (m)-1(i)). 
The term ‘mineral property” was defined as “the mineral deposit, the develop- 
ment and plant necessary for its extraction, and so much of the surface of the 
land only as is necessary for purposes of mineral extraction” (regulations 118, 
section 39.23(m)-1(d) (2) ). 

Then there was this further important sentence: The taxpayer's interest in 
each separate mineral property is a separate property; but, where two or more 
mineral properties are included in a single tract or parcel of land, the taxpayer's 
interest in such mineral properties may be considered to be a single property, 
provided such treatment is consistently followed (regulations 118, section 
39.23 (m)-1(i)). 

This last provision of the regulations meant that, as a general rule, depletion 
had to be figured separately for each separate mineral property. As an excep- 
tion to that general rule, the Treasury regulations gave the taxpayer the right to 
combine mineral properties in computing the depletion allowance under specified 
circumstances. This method of combining properties came to be known as 
aggregation. 

However, the taxpayer had to be consistent: he could not figure depletion on 
each property separately in 1 year and then switch to the combined properties 
(or aggregation) method the following year. The obvious purpose of this re- 
quirement of consistency was to protect the Government from possible juggling 
of the depletion allowance to gain improper tax advantage. 


CONFUSION CAUSED BY SHIFTING OFFICIAL INTERPRETATIONS OF REGULATIONS—- 
GCM’S 22106 AND 24094 


The regulations themselves were reasonably clear. The coal industry looked at 
the definition of “mineral property” and decided that, in most cases, it meant 
simply a coal mine. Accordingly, coal mine operators treated each mine as a 
separate property for depletion purposes or, alternatively, they lumped 2 or more 
mines together as 1 property where such mines were included in a single tract 
or parcel of land. 

This treatment prior to the 1954 code seemed to accord with the Commission- 
er’s regulations governing the computation of a reasonable allowance for deple- 
tion. The courts generally agreed with the industry’s position that the property 
was equivalent to the mine. 

Confusion was injected into the picture when the Commissioner attempted to 
give bizarre and unexpected interpretations to his own regulations. Two Gen- 
eral Counsel’s memorandums were invoked against taxpayers where the Govern- 
ment thought their application would increase tax liabilities (GCM 22106, 1941-1 
C. B. 245, and GCM 24094, 1944 C. B. 250). The effect of these GCM’s was to 
provide that each interest in mineral deposits separately acquired (that is, ac- 
quired by a separate conveyance) had to be considered as a separate property, 
even though the result was a single tract or parcel of land in the hands of the 
taxpayer. 

The Tax Court rejected this interpretation of the depletion regulations in sev- 
eral cases. Typical of these cases was Black Mountain Corp. (5 T. C. 1117 
(1945) ), where there were 3 acquisitions, in separate years, contiguous to each 
other and containing 1 seam of coal. There were 2 mines on this tract, which 
the taxpayer consistently treated as 2 properties. Agreeing with the taxpayer 
and expressly rejecting GCM 22106, supra, the court held that the term ‘“prop- 
erty” meant an “economic and practical unit * * * to extract a particular block 
of coal” and that “each separate coal mine indipendently operated” was a sep- 
arate “property.” 

The Commissioner’s interpretation of his own regulations was not merely 
unrealistic as applied to coal mining; it was also inconsistent. 

In the Black Mountain case, the Commissioner first claimed that the 2 mines 
were 1 property, then invoked GCM 22106 and said that each separate acqui- 
sition was a separate property. The Government’s shifting position is also illus- 
trated by Amherst Coal Co. (11 T. C. 209 (1948) ), in which 14 tracts within 1 
continuous boundary, acquired in 7 seven separate transactions and containing 3 
mines, had been consistently treated by the taxpayer as 1 property. The court 
agreed with the taxpayer, but not before the Commissioner had first argued that 
there were 2 properties and then that there were 17 properties, citing GCM 
22106, supra. 
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The inconsistency of the Internal Revenue Service in its sporadic attempts to 
rely on GCM 22106 is pointedly illustrated by Buffalo Chilton Coal Co. (20 T. C. 
398 (1953) ), which the Government won. In this case, a total of 8 contiguous 
tracts had been acquired on 4 separate occasions. Each of the three mines op- 
erated in this area was held to be a separate property. This result was actually 
urged by the Commissioner who failed to mention the separate acquisition 
theory of GCM’s 22106 and 24094, supra. 


DEFINITION OF “PROPERTY,” SECTION 614, 1954 CODE 


With this background of administrative uncertainty and attempted judicial 
clarification, the Congress in 1954 enacted a definition of the term “property” 
and also expressly permitted the combination (or aggregation) of separate min- 
eral interests under some circumstances (section 614, 1954 Code). Apparently, 
the intention was to give taxpayers the clear right to aggregate in some cases 
where they previously lacked it, but not to deprive taxpayers of any rights which 
they had under the 1939 code, regulations, judicial decisions, and practice. 

Unfortunately, however, the definition of property which reached the 1954 
code was the discredited definition of GCM’s 22106 and 24094. Section 614 (a) 
provides: 

“(a) GENERAL RuULE.—For this purpose of computing the depletion allowance 
in the case of mines, wells, and other natural deposits, the term ‘property’ means 
each separate interest owned by the taxpayer in each mineral deposit in each 
separate tract or parcel of land.” 

The definition in the regulations which made “the property” virtually equiva- 
lent to “the mine” (in the case of coal) was inadvertently dropped when this 
section was drafted (regulations 118, sections 39.28 (m)-1(d) (2) and 39.23 
(m)-1(i)). 





CLARIFICATION PROPOSED IN TECHNICAL AMENDMENTS BILL OF 1957 


In recognition of this unintended hardship in section 614 of the 1954 code, and 
with the intent to restore to taxpayers all rights with respect to the definition 
of “property” which they previously had, the House has passed section 32 of 
the technical amendments bill. This section provides: 


“SEC. 32. RETENTION OF 1939 CODE RIGHTS WITH RESPECT TO TREAT- 
MENT OF MINERAL INTERESTS. 

“Section 614 (definition of property) is amended by adding at the end thereof 
the following new subsection: 

“*(d) 19839 Cope TREATMENT.—Any taxpayer may treat any property (deter- 
mined as if the Internal Revenue Code of 1939 continued to apply) as if sub- 
sections (a), (b), and (c) had not been enacted. If any such treatment would 
constitute an aggregation under subsection (b) or (c), such treatment shall be 
taken into account in applying subsections (b) and (c) to other property of the 
taxpayer.’”’ 

The committee report explains this section as follows (H. Rept. 775 (1957), 
p. 25): 

“Section 614 of the 1954 code was intended to liberalize the provisions of the 
1939 code with respect to the definition of property. Some taxpayers have con- 
tended that the 1954 code section has deprived them of rights they previously 
had under the 1939 law, regulations, court decisions, or practices. Since, under 
the 1954 code, there was no intention to remove any rights which the taxpayers 
had, the bill restores such rights as taxpayers had under the 1939 code. 

“The bill accomplishes this by adding a new subsection to section 614 dealing 
with the definition of property. This subsection in effect provides that a tax- 
payer may elect to treat any property as if the present 1954 code definition of 
property had not been enacted and as if the 1939 code rules still apply. Thus, 
with respect to a property for 1954 and subsequent years, a taxpayer has two 
choices: he can apply the 1954 code rules, or he can adopt the 1939 code rules. 
“This provision is expected to result in a negligible revenue loss.” 










POSITION OF NATIONAL COAL ASSOCIATION ON SECTION 382 OF TECHNICAL 


AMENDMENTS BILL 


The National Coal Association regards section 32 of the technical amendments 
bill as an important step in the right direction. 
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From an examination of the relevant Tax Court cases discussed above and 
other cases, it appears reasonably certain that a taxpayer going into court under 
the 1939 law, regulations, court decisions, or practices (see H. Rept. 775, supra) 
could win his point. He could probably convince the court to follow the eco- 
nomical and practical test approved in Black Mountain Corp., supra, where it 
was held that each separate coal mine independently operated was a separate 
property for depletion purposes. 

Although a taxpayer would be likely to succeed in court under section 32, 
there still remains the fact that he would probably have to spend time and money 
to litigate the definition of “property.” In other words, this section contains 
no guaranty that the Internal Revenue Service will not revive and reassert 
the principles of General Council’s Memorandum 22106 and 24094, supra, even 
though they have been pretty thoroughly discredited by the Tax Court as inter- 
pretations of the 1939 code and regulations. 

For this reason, we urge the adoption of our proposal. Briefly stated, this 
proposal would— 

(1) Allow the taxpayer to continue treating the mine as the basic unit 
for “property” purposes (whether the mine consists of one interest, several 
interests, a part of one interest, or any combination of the above) ;: 

(2) Enact a workable definition of the term “operating unit,” with a 
presumption of correctness given to operating units set up by the taxpayer 
(if consistent practice is followed, there is no chance of substantial revenue 
loss) ; and 

(3) Provide realistically for the problem of reserve acreage, by removing 
the requirement that mine owners must decide whether or not to “aggregate” 
during the first year of exploration expenditures (since exploration often 
precedes actual use of the mining property by many years), and substituting 
a requirement of election to “aggregate” during the first year of development 
expense. 

Our proposal would thus spell out the rights granted in section 32 of the 
technical amendments bill and would have the effect of sparing both the tax- 
payer and the Government from a costly burden of litigation. Let me emphasize 
egain that this proposal removes the unintended hardship created by the provi- 
sion in the 1954 code defining the term “property,” and that it grants no rights 
to taxpayers which they did not possess before the enactment of the 1954 code. 

Mr. Hirsuperc. In the maze of statutory and regulatory tech- 
nicalities which have accumulated on this subject, it is important to 
remember the basic purpose of defining the term “property”. That 
purpose is to aid in computing gross income and taxable income so 
that these computations bear a reasonable relationship to sound and 
long established business practices. 

These computations in turn are made for the purpose of carrying 
out the basic and long-standing congressional mandate—— 

Senator Lone. Might I make a suggestion, Mr. Chairman? 

The CuarrMan. Senator Long. 

Senator Lona. I believe that this witness is testifying for the same 
thing as the previous witness is testifying on, and we asked the 
previous witness a great number of questions in order to get an under- 
standing of this matter. My feeling is that a case has been made for 
this provision. 

I think it is sufficient that he make a statement. I would suggest 
that that be the procedure in regard to those who are supporting this 
section 32. 

The CuatrMan. That is the proposed amendment to 32 ? 

Senator Lona. Yes, sir. 

In my judgment the case has been made for this amendment, and 
if he would like to add something to this to explain it I would like to 
hear it. As far as giving the same statement, I think it would ex- 
pedite the matter if they would submit the statement and simply 
comment on it. 
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That was the general statement of the Reorganization Act, and I 
think it would be more expeditious in this case. 

The Cuamman. Do you have any additional comments, Mr. 
Hirshberg? : 

Mr. Hirsuperc. Yes, sir, I do. I would like to emphasize a few 
points not covered specifically in Mr. Arnold’s statements. 

The first one, skipping to page 4—I realize, Senator, that I have 
been repetitious, since we did not know exactly what the American 
Mining Congress was going to say—but the first point is that under 
the 1939 ( ‘ode the coal industry had no objection to the Treasury 
regulations. The objection was to the flip- flopping, indecisive, and 
inconsistent interpretation of those regulations that was urged by 
the Treasury Department from time to time. 

So that, unlike most tax cases, you did not hi ave the taxpayer trying 
to contest the validity of the regulation and saying it was contrary to 
the Code, you had the taxpayer urging that the regulation was valid 
but urging his own interpretation ag rainst that of the Commissioner 
of Internal Revenue. 

Without going into the details of this, the term “property” under 
the 1939 regulations was defined in such a way that it was roughly 
equivalent in the coal business to the term “mine.” Because the 1954 
Code was so complicated and was so hurriedly drafted, in terms of 
the tremendous job Congress had to do, some of the definitions in the 
regulations under the 1939 Code were left out of the 1954 Code, and 
this essential part was left out. You may refer to the written state- 
ment for the actual technical provisions. 

One thing that I would like to emphasize is that in the 1939 Code 
regulations, which we are seeking to restore at the option of the 
taxpayer if he does not want to use the 1954 Code treatment, there 
was this important sentence: “The taxpayer’s interest in each sep- 
arate mineral property is a separate ‘property’; but, where two or 
more mineral properties are included in a single tract or parcel of 
land, the taxpayer’s interest in such mineral properties may be con- 
sidered to be a single ‘property,’ provided such treatment is con- 
sistently followed.” 

So the taxpayer was required to be consistent. He could not switch 
treatments from one year to another. 

This method of combining came to be known by the technical name 
of “aggregation”, a term which appears in the 1954 Code. 

The obvious purpose of the consistency requirement was so that 
the taxpayer could not juggle his properties back and forth and get 
an unfair tax advantage. 

Now, some of the Commissioner’s interpretations, skipping to page 
six, are illustrated by three of the many cases on this subject. These 
cases illustrate not only that the Commissioner was inconsistent from 
case to case, but that even within a particular case he changed posi- 
tions, in some cases several times. 

In the Black Mountain case, there were three acquisitions, in sepa- 
rate years, contiguous to each other and containing one seam of coal. 
There were two mines on this tract, which the taxpay er consistently 
treated as two “properties”; in other words, he ‘ ‘aggregated.” Agree- 
ing with the taxpayer and ‘expressly rejecting the Internal Revenue 
Service General Counsel’s Memorandum 22106, the Tax Court held 
that the term “property” meant “an economic and practical unit * * * 
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to extract a particular block of coal,” and that “each separate coal 
mine independently operated” was a separate “property.” 

In the Black Mountain case, the Commissioner first claimed that the 
two mines were one “property.” Then he shifted his position and in- 
voked this General Counsel’s Memorandum, saying that each separate 
acquisition was a separate “property.” Of course, the court disagreed. 

In the Amherst Coal case, there were 14 tracts within one continuous 
boundary, acquired in 7 separate transactions. There were 3 mines, 
all of which had been consistently treated by the taxpayer as one 
“property” under the permissive aggregation provision of the regula- 
tions. The Tax Court agreed with the taxpayer, but not before the 
Commissioner had first argued that there were two “properties,” and 
then that there were 17 “properties.” 

The last case that I will cite is the Buffalo Chilton case, which is on 
our side, but which oddly enough the Government won. There were 8 
contiguous tracts acquired on 4 separate occasions, and each of the 3 
mines operated in this area was held to be a separate “property.” This 
was the result urged by the Commissioner, who in this case conven- 
iently neglected to cite General Counsel’s Memorandum 22106. 

Now, the 1954 code definition, I believe, has been discussed thor- 
oughly enough, unless there are any questions. 

Our main objection is that it inadvertently dropped part of the 
definition of “property” in the 1939 code regulations. 

The Mills bill, the technical amendments bill, contains proposed 
section 32 to clarify the definition of the term “property,” and to re- 
move the unintended hardship. I will not read the text of the bill, 
which the committee is familiar with. The House committee report 
explains the section, stating that section 614 of the 1954 code was in- 
tended to liberalize the provisions of the 1939 code with respect to this 
definition. 

The report states that some taxpayers have contended that the 1954 
code deprived them of rights they previously had under the 1939 law, 
regulations, court decisions, and practices. Then it goes on to say 
that there was no intention to deprive anyone of rights which he had 
previously, and further states that under section 32 the taxpayer will 
have a choice of going back to the 1939 code or using the 1954 code. 

It finally makes this very important point, which I think bears 
repetition, that there will be no appreciable revenue loss involved. 
And I think the Treasury Department itself will bear us out on that. 

We regard section 32 as a very important step in the right direction. 
We think from the cases I have cited, and from other cases, that we 
could win our point in court, that the property is equivalent to the 
mine. However, I think that section 32 does leave something to be 
desired in that the taxpayer will have to spend time and money to liti- 
gate the definition of the term “property.” 

For the reasons stated, I urge the adoption of our proposal. Just 
to go into the proposal briefly, and then I will conclude, this proposal 
in quite general terms would: 

No. 1, allow the taxpayer to continue to treat the mine as the basic 
unit for property purposes, no matter whether the mine was made 
up of several mineral interests, or one or less than one or any combi- 
nation of the above. We think this is realistic. 

No. 2, enact a workable definition of the term “operating unit,” 
which is not now defined in the code, with the presumption that the 
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taxpayer’s operating unit is correct. If consistent practice is followed 
(in other words, if the election once made is binding), there is no 
chance of any appreciable revenue loss. 

No. 3, provide realistically for the problem of reserve acreage by 
not requiring a taxpayer to decide whether a particular acquisition 
is part ¥ a mine until the development stage is reached. A later 
witness, I understand, will go into that in more detail. 

In conclusion, our proposal would spell out rights granted by 
section 32 of the Mills bill, and would have the effect of sparing not 
only the industry but also the Government from a heavy burden of liti- 
gation. 

Let me emphasize again that this proposal removes the unintended 
hardship written into the 1954 code by section 614, and that it grants 
to taxpayers no rights which they did not possess before the enact- 
ment of the 1954 code under the Treasury’s own regulations. 

The Cuatrman. Are there any questions ? 

Thank you very much. 

Mr. Hirsueera. I appreciate the anon of appearing. 

The CuHatrrman. The next witness is Mr. J. M. B. Lewis, Jr. 


STATEMENT OF J. M. B. LEWIS, JR., NATIONAL COUNCIL OF COAL 
LESSORS, INC. 


The Cuairman. Mr. Lewis, will you identify yourself and proceed. 

Mr. Lewis. Mr. Chairman and gentlemen of the committee: My 
name is J. M. B. Lewis, Jr. I reside at Bluefield, W. Va., and am 
full-time counsel for Pocahontas Land Corp., a coal lessor, and a direc- 
tor and secretary of National Council of Coal Lessors, Inc., a trade 
association of coal lessors with members in most of the coal-producing 
States. I appear before you today on behalf of this group of coal 
lessors. 

My subject is simple and does not involve loss or gain of revenue. 
It involves the practical aspect of determining and reporting the 
rate of unit depletion of mineral, based upon cost or 1913 valuation, 
by the owners of nonoperating mineral interests 

I might digress from my written statement to. say that you have just 
had a discussion of the problem of aggregating operating interests 
for coal or other mineral producers; and I am speaking on behalf of 
the owners of what is called nonoperating mineral interests. 

Nonoperating mineral interests are those owned by companies which 
do not extract the minerals but dispose of them to their lessee-pur- 
chasers for a consideration based upon the number of units, such as 
tons, extracted throughout the life of the mineral property. 

Senator Kerr. Are you speaking for the royalty owners? 

Mr. Lewts. The so-called royalty owners, the lessors, the parties 
who do not mine coal themselves but who sell the coal by way of leases 
in installment payments based upon the tons of coal, which are paid 
for as they are removed. 

Prior to adoption of the 1954 code, the Treasury permitted owners 
of nonoperating mineral interests to aggregate their respective min- 
eral tracts which were contiguous or in a general geographic area and 
had been acquired at varying costs per acre into specified combined 
areas, generally called mineral properties, and to determine by calcula- 
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tions of aggregate costs or 1913 valuation and estimated mineral con- 
tent the average cost per unit in the specified area. Of course, that is 
the method of arriving at the unit rate of depletion. 

Senator Kerr. That is your cost depletion on 1913 valuation. 

Mr. Lewis. In the event you owned the land when the income tax 
law was first adopted, the depletion is based on 1913 valuation. 

Then, exceedingly large areas that were composed of many con- 
tiguous tracts have been divided into two or more separate mineral 
properties, with a uniform rate of depletion for each property. Ag- 
gregation of tracts was recognized for each separate mineral when 
there were two or more minerals in the same land; and there could 
be aggregations prior to sale by lease instead of waiting until sales 
were actually made. 

Since this Treasury. practice was based upon rulings and regula- 
tions and not statutory authority, it was decided to authorize aggrega- 
tion in the 1954 code and section 614 (c) (1) was added for this 
purpose. You have heard a great discussion of section 614 (b) relat- 
ing to aggregation of operating interests; now you drop down and 
(c) (1) relates to aggregation of nonoperating interests. But the 
wording of section 614 (c) (1) is narrow and restrictive to the extent 
that the types of aggregation that I have just mentioned are not in- 
cluded. And in addition, there is required a formal showing of 
undue hardship as a prerequisite to the right to aggregate, even 
though it is entirely plain and manifest that it would be a hardship 
(and highly impracticable to both the owner and the Treasury) if the 
owner were not allowed to aggregate as a matter of right. 

I have attached at the end of my written statement an illustration 
that is very simple which explains this feature of undue hardship. 
If the members of the committee would turn to the last sheet of my 
statement, you will see there a very simple illustration. You have 
shown there a sort of a map of 23 different tracts of land that were 
acquired at 23 different times at a different price per acre. Now, 
if the owner of those lands were not allowed to aggregate all 23 of 
those 23 tracts, the coal in which would be sold to one lessee, if he 
were not allowed to aggregate the total cost and get a uniform rate 
of depletion, then he would have to have a separate rate of depletion 
for each of those 23 tracts. To me, on the face of it, it would be a 
hardship if he were not allowed to aggregate. Still the statute re- 
quires a formal showing of “undue hardship” which, taken literally, 
means that every time you have a group of lands that you have 
acquired over a 10- or 12-year period, and they are about ready to 
be sold or leased to a big coal producer, you have got to come up and 
make a formal showing, which sometimes might consume a year or 
two, with all of your records being brought up here. It is just unneces- 
sary, that is all; and it is unnecessary for the Government, as well as 
it is for the taxpayer. 

That. illustration shows just as to a mere 23 tracts. There are 
instances of coal lessors that have over 1,500 separately acquired tracts 
that are finally developed into one property for the purpose of obtain- 
ing a uniform rate of depletion for their whole property. 

Bear in mind that your depletion here is not percentage depletion. 
It is based entirely on total costs. So that when, with a uniform rate 
of depletion, you have gotten back your total costs, then there is no 
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more depletion. And I might say that if your rate at some time or 
other, based upon the estimated mineral content in the land, should 
turn out to be a little bit lar ge; if it is 2.1 outs per ton when it should 
be 1.9 cents, the Treasury, after so m: iny years, realizes that and they 
make you reduce the rate in an effort to m: ram the rate come out even 
at_ the end—when all of the mineral is removed. But in any event, 
you only get back what you have paid for the property or your 1913 
valuation. 

Senator Kerr. Mr. Lewis, can you help me out a little bit here? 

Mr. Lewis. If I can, I will be delighted. 

Senator Kerr. There are two questions I want to ask you. On the 
basis of this map you show here, how many tracts are there? 

Mr. Lewis. That is just 23 

Senator Krrr. Twenty-three. These have an engineering appraisal 
of how many tons of coal there are under each acre, and, therefore, 
under this whole acreage ¢ 

Mr. Lewis. That is right. 

Senator Kerr. And then you add up the total cost ¢ 

Mr. Lewis. Yes. 

Senator Kerr. is how many acres do you have here? 

Mr. Lewis. Well, I didn’t add up the acres, sir. There are 23 
tracts. But let’s assume there are 1,200 acres. 

Senator Kerr. Let’s assume there are 2,500 acres. 

Mr. Lewis. All right. 

Senator Kerr. Now, what depth is that coal ? 

Mr. Lewis. Well, it is of varying depth. Sometimes you have 

Senator Kerr. Sometimes you have an outcrop on the surface? 

Mr. Lewis. Sometimes an outcrop on the surface, and sometimes 
the seam is 1,500 feet below the surface. 

Senator Martin. Would those be adjacent tracts? 

Senator Kerr. It could be the same vein of coal. 

Senator Marrin. I mean, outcrops 1,000 or 1,500 feet deep. 

Senator Kerr. 1,500 feet, 1 mile or 10 miles. 

Mr. Lewis. All coal outcrops at some particular point, and if it is 
a very extensive seam, it can go on, on, on, until it gets under a 
mountain — it could be 1,500 feet deep. But that would be un- 
usual, for 2am of coal that outcrops at one point to be 1,500 feet 
deep at nathan point. In some lands which have been explored lately 
over in Buchanan County, Va., the seam is 1,200 to 1,500 feet below 
the surface. 

Senator Kerr. Not only could it be that deep by reason of going 
under a mountain. It could be that deep by reason of a 15° or 20° 
depth. 

Mr. Lewis. Yes. 

Senator Kerr. And it might get deep even though it is underlying 
an elevation which is no higher than that at which it outcrops. 

Mr. Lewis. You will find seams of varying depths. There are 
slenty of outcrop seams, some 20 feet below ‘the surface, some 50 
feet 
Senator Martin. There are some seams that don’t outerop at all. 
Mr. Lewis. Some of it does not; you are right. 

Senator Kerr. What thickness is a vein of coal? 
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Mr. Lewts. Some of the finer seams back in the older days were 
10 or 12 feet thick. But they have been exhausted, and coal that is 
30 inches thick is being mined now. 

Senator Kerr. 30 inches? 

Mr. Lewis. Yes. 

Senator Kerr. What is that, that is about 4,500 tons to the acre, 
would you say ¢ 

Mr. Lewis. Not being an engineer, I do not know; but you can 
just take a random figure, sir. 

Senator Kerr. You said that the cost might be 2 cents per ton ? 

Mr. Lewis. Yes, sir; that is what it might work out to be, or 1.348. 

Senator Kerr. Let’s assume that it is 2 cents. 

Mr. Lewis. Yes. 

Senator Kerr. And the royalty, we will say, is 10 cents. 

Mr. Lewis. That is right. 

Senator Kerr. Now, do you get a depletion on the 8-cent differen- 
tial between the 2-cent cost factor and the 10-cent factor? 

Mr. Lewis. No, sir, we just get the plain cost depletion. 

Senator Kerr. I see. Now, then, the suggestion you are making, 
would it in any way conflict with the amendment offered by Senator 
Bennett ? 

Mr. Lewis. No, sir. As a matter of fact the Coal Association and 
the Mining Congress are recommending the same revision which I 
recommend. 

Senator Kerr. I know, but you are representing the lessors, and I 
wanted to inquire as to whether or not your position is different than 
his. 

Mr. Lewis. There is no conflict. 

Senator Kerr. In other words, the amendment he offered would 
meet the objective you have in mind, also? 

Mr. Lewis. The National Coal people told me this morning that 
Senator Bennett had a proposed revision of 614 (b) and (c), both, 
and we are in (c). So it is my understanding that Senator Bennett 
has our proposed amendment of section 614 (c) (1). I am going to 
make sure that he does have it. And, of course, our proposed | amend- 
ment is attached to my written statement. 

And to conclude, unless there are some more questions, all that we 
are doing is asking that the previous practice of the Treasury be put 
into clear, simple language. And I can say to you that, so far as 
I can see, it does not involve a gain or loss of revenue at all in our 
instance. 

The Cuatrman. Are there any questions? 

Thank you very much, Mr. Lewis. 

Mr. Lewis. Thank you. 

(The latter part of the prepared statement which Mr. Lewis did 
not read follows:) 


When the Ways and Means Committee was apprised of the narrow and re- 
strictive wording, it approved a provision (section 32 of H. R. 8381) that owners 
of nonoperating mineral interests might treat any property (determined as 
if the 1939 Code continued to apply) as if section 614 (c) (1) had not been 
enacted. This indicates an intention not to upset or invalidate past aggrega- 
tions of separate tracts into properties and, perhaps by implication, to authorize 
similar aggregations in the future; but this method of expressing statutory 
rights is highly unsatisfactory because (1) the past Treasury practice is not 
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expressed in definite, consolidated language and there is still some doubt and 
uncertainty as to consistency of practice and (2) it seems questionable whether 
the amendment can or will be construed as extending to owners the right of 
aggregation in the future to the same extent and in the same manner as here- 
tofore approved. Briefly stated, in our opinion the present wording of the 
statute and its amendment contained in H. R. 8381 do not express properly the 
past practice developed by the Treasury or express with certainty the right of 
the owners to aggregate in the future as they have in the past. We think a 
clarification is important to the Treasury also, in its job of administering the 
statute. 


PROPOSAL 


We propose that section 614 (c) (1) be revised by definite and clear languag 
which assures not only the security of aggregations already approved but the 
right in the future to aggregate tracts hereafter acquired in the same manner as 
other tracts have been aggregated heretofore—and without the useless require- 
ment of a formal showing of undue hardship as a prerequisite to aggregation. As 
stated before, loss or gain of revenue is not involved. 

The suggested revision is worded in clear language attached to my written 
statement, with additions and deletions indicated. We would like to discuss it 
further with your staff. 

I thank you for the privilege of appearing here. 

Proposed redraft of 1954 code, section 614 (c) (1): “Ifa taxpayer owns one or 
more separate nonoperating mineral interests in a single tract or parcel of land, 
or in two or more tracts of land which are in the same general geographic area, 
he may elect to treat (for all purposes of this subtitle) such interest or interests 
(whether or not producing revenue) in each separate kind of mineral as one 
property or as two or more properties. If such election is made for any taxable 
year, the taxpayer shall treat such interests affected by such election in the 
same manner for all subsequent taxable years unless the Secretary or his delegate 
consents to a different treatment. This paragraph shall be effective with respect 
to taxable years ending after December 31, 1953.” 

Proposed redraft of 1954 code, section 614 (c) (1), showing in detail all dele- 
tions and additions (additions italicized, deletions in brackets) : 

If a taxpayer owns [two] one or more separate nonoperating mineral interests 
in a single tract or parcel of land or in two or more [contiguous] tracts or parcels 
of land which are in the same general geographic area, [the Secretary or his dele- 
gate may, on showing of undue hardship, permit the taxpayer] he may elect to 
treat (for all purposes of this subtitle) [all] such [mineral] interest or interests 
(whether or not producing revenue) in each separate kind of mineral as one 
property or as two or more properties. If such [permission is granted] election is 
{eranted] made for any taxable year, the taxpayer shall treat [all] such 
[mineral] interest affected by such election [as one property] in the same man- 
ner for all subsequent years, unless the Secretary or his delegate shall consent to 
a different treatment. This paragraph shall be effective with respect to taxable 
years ending after December 31, 1953. 
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Illustration of Aggregation of Nonoperating Mineral Interests To Determine the 


Unit Rate of Depletion of the Minerals 
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“" | | 
| | Acquired 1936 | 86 Acres 
133 Acres nes" —4 Lost $33.00 per Ac. | Acquired 1936 
Acquire 373 Ce t 662.090 per Ac 
‘¢ per Ac | 
160 Acres | | 
i oT ae " Acquired 1932 re ' a ee 
} ates | Cost #16.00 per Ac | 64 Acres | 
| Acquired 1929 | | Acquired 1938 
[ Cost & per Ac | ost 426.00 per Ac 





Explanation: The cost per unit of the estimated minerals in each of these 23 


tracts varies as to each tract. Each mineral in the combined aggregated area 
will eventually be sold by lease to a lessee-purchaser which will recover all the 
mineral. Obviously, there should be a uniform rate of unit depletion, deter- 
mined by the aggregate cost and aggregate estimated mineral content, instead 
of 23 different rates for the 23 separate tracts. Since it is apparent that it 
would be an undue hardship (and highly impractical) if the owner were not 
permitted to aggregate, the statute should not require a formal showing of 
undue hardship as a prerequisite to aggregation. 


The CuarrmMan. The next witness is Roland G. Smith. 


STATEMENT OF ROLAND G. SMITH, AMERICAN IRON ORE 
ASSOCIATION 


The CuarrMan. Will you identify yourself and proceed ? 
Mr. Smirn. My name is Roland G. Smith. I am a tax attorney for 


Pickands, Mather & Co., a partnership which has been operating and 
managing iron ore properties since 1883. My appearance today, how- 
ever, is on behalf of the American Iron Ore Association of Cleveland, 
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Ohio. This association represents the producers of about 90 percent 
of the iron ore mined in the United States. 

With the Chairman’s permission, I would suggest that a good deal of 
this should be put in the record, because the subject matter has been 
very ably covered by Mr. Arnold. 

I just want to point out that our Association has carefully con- 
sidered all of the recommendations of the Mining Congress and we 
believe that the adoption of those proposed amendments would not 
only assist the Internal Revenue Service in administering the deple- 
tion provisions of the Code, but they would provide the taxpayers with 
a more practical proc edure for preparing their tax returns. 

Mr. Arnold mentions that one of the amendments they suggest 
would remedy the present situation requiring a taxpayer, upon its first 
expenditure for exploration to make an election to aggregate proper- 
ties when the taxpayer does not have sufficient facts to “decide 

Senator Kerr. Doesn’t have sufficient facts upon which to make a 
valid or wise decision ? 

Mr. Smirn. That is correct. And now whether the particular op- 
erating mineral interest involved will be operated together with an- 
other interest for the purpose of producing minerals is dependent upon 
two factors, first, upon whether the type of minerals, the quality, loca- 
tion and extent is such that it would be amenable to operating in con- 
junction with another property of the taxpayer; and, secondly, upon 
whether those factors indicate that the two separate properties can be 
operated more efficiently as a single operating unit. It is not until 
sufficient exploration has been done to establish the existence of ores 
in commercially marketable quantities that the taxpayer has enough 
information to make a correct aggregation. 

This is particularly true in the iron-mining industry, where a differ- 
ence in the chemical analysis or physical chi arac teristics between two 
ore bodies may require entirely different mining and beneficiating 
methods for each type of ore. 

We, therefore, urge that section 32 of H. R. 8381 be amended in ac- 
cordance with the recommendations of the American Mining Congress. 
And we wish to thank the members of this committee for allowing us 
to present our views on this important subject. 

Senator Kerr (now presiding). Very good, Mr. Smith. We are 
glad to have your statement. 

(The prepared statement of Mr. Smith is as follows :) 


STATEMENT OF ROLAND G. SMITH FOR THE AMERICAN IRON ORE ASSOCIATION 


My name is Roland G. Smith. I am tax attorney for Pickands, Mather & Co.; 
a partnership which has been operating and managing iron ore properties since 
1883. My appearance today, however, is on behalf of the American Iron Ore 
Association of Cleveland, Ohio. This Association represents the producers of 
about 90 percent of the iron ore mined in the United States. 

Section 32 of H. R. 8381 does not, in our opinion, resolve certain funda- 
mental and practical problems concerning the definition of property that have 
arisen in applying Code Section 614 to actual mining practice. The right to 
consider the mine as a proper unit for depletion purposes and the necessity of 
establishing a realistic time for making the aggregation election are not recog- 
nized by the provisions in section 32 of H. R. 8381 which merely would allow a 
taxpayer to treat his properties as if the Internal Revenue Code of 1939 con- 
tinued to apply. 

Our association has carefully considered, and is in complete agreement with 
the position of the American Mining Congress. We believe that the adoption 
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of its proposed amendments to section 32 would not only assist the Internal 
Revenue Service in the administration of the depletion provisions of the Internal 
Revenue Code but would provide taxpayers with a more practical procedure for 
the preparation of their tax returns. Rather than to repeat the arguments pro- 
pounded by the American Mining Congress, we would like to emphasize one 
phase of their proposal which is of particular significance to the iron ore mining 
industry, namely, the time for making the election to aggregate. 

When the American Iron Ore Association appeared before the subcommittee 
(Mills committee) of the Ways and Means Committee on November 28, 1956, 
the following paragraph was included in its statement : 

“The code requirement that an election must be made as to aggregation with 
respect to any single operating mineral interest owned by the taxpayer, either 
in the first taxable year ending after December 31, 1953, or in the first taxable 
year in which exploration, development, or production expenditures are incurred 
with respect to such interest compels a taxpayer to make an election before 
the necessary facts have been developed to ascertain whether the mineral 
interest involved would be considered to constitute a part of any particular 
‘operating unit’ under the tests laid down in the proposed regulations. Until 
such factors as the existence, location, extent, or quality of the ores or minerals 
contained in the mineral property have been established through exploration 
to the point at which the existence of ores or minerals in commercial quantities 
have been disclosed, no logical basis for aggregation exists. Whether the partic- 
ular Operating mineral interest involved will be ‘operated together’ with another 
interest ‘for the purpose of producing minerals’ is dependent, first, upon whether 
the type of minerals, the quality, location, and extent is such that it would be 
amenable to operation in conjunction with another property of the taxpayer, 
and, secondly, upon whether those factors indicate that the two separate prop- 
erties can be operated more efficiently as a single operating unit.” 

It is not until sufficient exploration has been done to establish the existence 
of ores in commercially marketable quantities that enough information is avail- 
able to make the correct aggregation. This is particularly true in the iron mining 
industry where a difference in the chemical analysis or physical characteristics 
between two ore bodies may require entirely different mining and beneficiating 
methods for each type of ore. 

It is the position of this association that the adoption of the proposal of 
the American Mining Congress would, by recognizing such practical mining prob- 
lems as this, avoid many needless appeals to the Secretary for permission to 
make a new election—an expensive and time-consuming activity for both the 
Government and the taxpaper. 

We, therefore, urge that section 32 of H. R. 8381 be amended in accordance 
with the recommendations of the American Mining Congress. 


Senator Krrr. At the direction of the Chair I submit for the record 
two letters he has received on section 37 of this bill. These letters 
are from Senator Clinton P. Anderson and Mr. William S. Swingle, 
president of the National Foreign Trade Council. (The letters re- 
ferred to follow:) 


UnttTep States SENATE, 
COMMITTEE ON FINANCE, 
February 10, 1958. 
Hon. Harry F. Byrp, 
Chairman, Senate Finance Committee. 


DeaR Mr. CHAIRMAN: I would like to register my opposition to section 2 of 
H. R. 8381, the proposed Technical Amendments Act of 1957, which is presently 
pending before the Finance Committee. 

This section seeks to amend section 37 of the Internal Revenue Code of 1954. 
It would have the effect of eliminating the splitting of annuity and pension in- 
comes and allotments of retirement credits to which a husband and wife in 
community property States, such as New Mexico, are now entitled. This would 
have far-reaching detrimental results on the States and would seriously curtail 
purchasing power of our elder citizens. If this section is enacted into law, it 
would only result in a saving of about $3 million per year. I believe the harm 
this would cause through loss of purchasing power and total effect on the econ- 
omies in community property States would be far greater than any possible gain 
in revenue. 

Sincerely yours, 
CLINTON P. ANDERSON. 
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NATIONAL FOREIGN TRADE COUNCIL, INC., 
New York, N. Y., February 6, 1958. 
Hon. Harry FLoop Byrp, 
Chairman, Committee on Finance, 
United States Senate, Washington, D. C. 

Dear Sir: Reference is made to the Technical Amendments Act of 1958 (H. R. 
8381, 85th Congress, 2d sess.), which has has been passed by the House of Repre- 
sentatives and referred to your committee. 

Enclosed is a memorandum of the Tax Committee of the National Foreign 
Trade Council, Inc., supporting the enactment into law of section 37 of H. R. 
8381. The subject of section 37 is carryback and carryover of foreign tax credit. 

It is requested that this memorandum be reviewed by your committee in con- 
nection with any consideration of section 37 and that it be made a part of the 
record of any hearings on H. R. 8381. 

Sincerely yours, 
WILLIAM S. SWINGLeE, President. 


CARRYBACK AND CARRYOVER OF FOREIGN Tax CREDIT, SECTION 37, TECHNICAL 
AMENDMENTS AcT OF 1957, H. R. 8381, 85rH CoNeREss 


Section 37 of H. R. 8381, if enacted, would add a new subsection to section 904 
of the Internal Revenue Code to permit foreign taxes which cannot be credited 
currently as a result of the country-by-country limitation to be carried back to 
the 2 prior years and then forward to the 5 succeeding years and used in these 
years to the extent the foreign taxes for such years are less than the amount 
allowable under the country-by-country limitation. Relatively few taxpayers 
would be affected by the new provision, and hence not much loss of revenue would 
be involved. 

In 1918, Congress decided to give some relief from international double taxa- 
tion. It recognized that the foreign country in which income was derived had 
at least a prior right to tax the income, and resorted to the expedient of allow- 
ing the foreign tax to be offset against the United States tax. 

However, to protect the revenues derived from taxing income from sources in 
the United States, the Congress adopted an overall limitation which provided 
that the credit for all the foreign income taxes paid could not exceed the United 
States tax on income from sources without the United States. In 1932, the 
additional limitation was introduced which requires the computation of the credit 
country by country. The Internal Revenue Code of 1954 repealed the original 
overall limitation and retained the per-country limitation which has the defect 
that section 37 of the pending bill seeks to mitigate. 

Nevertheless, it has been the policy of the United States since 1918 to encourage 
investments and trade abroad through granting the credit for foreign taxes. The 
Congress has amended the foreign tax credit provisions from time to time to 
carry out this policy. 

The report of the Committee on Ways and Means (H. Rept. 775, 85th Cong. 
concerning the Technical Amendments Act of 1957, H. R. 8381) shows that the 
primary purpose of section 37 is to obviate in some degree the fact that the 
country-by-country limitation can result in double taxation where the methods 
of determining net income are different in the Unfted States and the foreign 
country. 

The per-country limitation results in the loss of foreign tax credit even in 
instances where the foreign income tax rate is lower than the United States 
rate. Excess foreign income tax credit may arise when the foreign country 
(1) includes in taxable income a particular item which is not reportable for 
income tax purposes in the same year in the United States, (2) grants a special 
deduction (i. e., accelerated depreciation) in 1 year rather than over a period 
of years in computing taxable income, or (3) disallows a particular expense 
which is a proper deduction under United States law. The report of the Com- 
mittee on Ways and Means concerning section 37 cites a number of examples 
of differences between the United States tax law and the tax laws of foreign 
countries—pricing of inventories, foreign exchange, depreciation methods, and 
other factors. To illustrate the effects of these differences on the foreign tax 
credit there is attached a set of examples together with an explanatory 
memorandum of certain factual situations which have arisen in practice. These 
exhibits are numbered I through V and show the results arising from deprecia- 
tion allowances, foreign exchange gains or losses, differences in taxable income 
concepts, and higher than normal local income taxes. All of these reflect cases 
where excess foreign tax credits could arise. 
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For example, on exhibit I, the effective foreign rate in the first year is con- 
siderably higher than the United States rate on the same income. In the sec- 
ond year, the effective foreign rate is substantially lower than the United States 
rate, because of the deduction permitted for taxes paid during the second year 
to the foreign government on the first year’s income. Thus, under the circum- 
stances set forth in exhibit I, under present law, the United States corporation 
would receive no credit against its United States tax in the second year for the 
excess $154,296 paid to the foreign government for the preceding year. It ap- 
pears to be unreasonable not to permit the United States corporation to receive 
the benefit of the unused excess foreign tax payment. 

Many foreign governments as a result of tax conventions with the United 
States allow, in computing the taxable net income of a branch in their territory, 
a deduction for a reasonable proportion of the general overhead and administra- 
tive expense incurred at the principal office in the United States. However, it 
is unlikely that the foreign governments could be induced to adopt our law in 
regard to all the items of income and deductions any more than the Congress 
could be induced to adopt the law of the foreign country. 

The objection has been made that section 37 would permit a high foreign 
tax of 1 year to reduce a high United States tax of another year, and the credit 
carryover would be a method of averaging out foreign taxes to the level of the 
United States rates. While this may be true under certain circumstances, the 
averaging of foreign tax rates should be permitted to encourage foreign invest- 
ment. As a matter of fact, foreign tax credit is presently being allowed for the 
Swiss national defense tax which is based annually on income resulting from 
averaging the income of 2 years. Moreover, if it is desirable to eliminate double 
taxation, the mere intervention of an annual accounting period should not pro- 
hibit full relief from double taxation of the same income. This is the result 
where the per-country limitation is effective under the circumstances set forth in 
the examples. 

Except in unusual cases, section 37 would not be used to average income tax 
rates, but would be used chiefly to correct unusual and inequitable results due 
to different tax concepts in the United States and foreign countries with respect 
to the same item of income or deduction. Where the foreign rate is consis- 
tantly higher than the United States rate, the provision would not be effectively 
utilized at all, since the per-country limitation would still apply in the year to 
which the unused foreign tax credit was carried. 

The objection has also been made that the carryover principle does not apply 
to other types of tax credits, such as the retirement income and the dividend 
credit, and there does not appear to be any important policy considerations to 
justify a carryover of the foreign tax credit in preference to the carryover of 
other types of credits. 

The fact that the carryback for 2 years and carryforward for 5 years already 
prescribed for net operating losses is being extended into a new area is com- 
mendable, inasmuch as it would be utilized to carry out a long-established 
policy of encouraging foreign investments and trade through relief from double 
taxation. 

The justification of its use in this connection is in no sense weakened because 
the carryover principle has not been applied to certain other types of credits, 
such as retirement income and the dividend credit, both of which involve rela- 
tively minor items of income that are not subject to the variations resulting from 
the applications of the foreign tax laws. Nevertheless, the Congress has recently 
provided for a carryforward of excess charitable contributions and excess eon- 
tributions to pension trusts. It could be argued that the carryover should like- 

The policy of the administration in promoting overseas investments and trade 
has been shown not only by the succession of amendments improving the foreign 
tax credit, but also by the conclusion of income tax conventions with 21 foreign 
countries which embody the foreign tax credit. Many countries now recognize 
as deductible, certain expenses of United States branches that were formerly 
disallowed, thus bringing the taxable income in the foreign countries closer to 
our own. However, tax treaties help only in very limited circumstances since 
the excess tax credits for 1 year usually encountered are due to many different 
tax concepts found in foreign tax laws which are not recognized in the United 
States Internal Revenue Code. Furthermore, tax treaties are far from univer- 
sal and require a considerable amount of time to negotiate. 

It is believed the enactment of section 37 of H. R. 8381 would encourage United 
States corporations to invest in foreign countries. 





Accor¢ 


In De 
viduals ' 
$60,000 ¢ 
income t 
ing busi! 
though 
years of 
level off 


Forei; 
of Brazi 
tax pur 
require 
smaller 
amount 
the Bre 


Nethe 
due to : 
purpose 
years 0 
taxes p 
during 
ciation 
allowal 
allowec 
years t 


A U! 
tory fo 
tax pw 
the Un 
than t 
United 
come ft 
tax ba 
the res 


The 
year ¢ 
Kingd 
Kingd 
the fo 
of Un 
in effe 
year ( 
full 5: 
the re 






= Oe JS Ow me 





TECHNICAL AMENDMENTS ACT OF 1958 281 









Accordingly, the tax committee supports the enactment of this provision. 





EXPLANATION OF Exursits I To V ATTACHED 





EXHIBIT I—DEN MARK 









In Denmark a United States corporation is taxed at rates applicable to indi- 
viduals which range from 14 percent to 110 percent on incomes in excess of about 
$60,000 annually. Because the Danish income tax is allowed as a deduction, for 
income tax purposes, in the year in which the taxes are paid, a corporation start- 
ing business in Denmark will reflect variations in Danish income taxes paid even 
though income before taxes were the same from year to year. After about 10 
years of operation if the same income were realized the taxes would tend to 
level off to a constant amount. 









EXHIBIT II—BRAZIL 









Foreign exchange losses or gains incurred in connection with the conversion 
of Brazilian cruzeiros income into United States dollar amounts for United States 
tax purposes are not deductible for Brazilian tax purposes and consequently 
require either a smaller or larger tax payment in Brazil which may be much 
smaller or greater than the equivalent United States tax on the corresponding 
amount of taxable income. Presently the Brazilian income tax rate including 


29. 9 


the Brazilian nonresidents’ income tax is effectively at about 33.34 percent. 











NETHERLANDS 





EXHIBIT III 









Netherlands allows for local tax purposes a greater deduction for depreciation 
due to accelerated methods being permitted than does the United States for tax 
purposes. Netherlands permits a doubling up of depreciation for the first 344 
years of new investment. Consequently a variation results in the annual foreign 
taxes paid in Netherlands as contrasted to the United States income tax paid 
during the life of the asset. Exhibit III shows the case where additional depre- 
ciation is allowed for local income tax purposes. After 3144 years, depreciation 
allowable for Netherlands tax purposes would be less than normal depreciation 
allowed for United States tax purposes and result in higher local taxes in those 
years than the United States tax. 

















EXHIBIT IV—-GERMANY 









A United States company operating in Germany which adopts LIFO inven- 
tory for United States tax purposes would not be allowed to use LIFO for German 
tax purposes. Assuming a constant foreign income on the LIFO inventory basis, 
the United States taxable income base would be lower in times of a rising market 
than the foreign taxable income base. However, in a declining market, the 
United States taxable income base would be higher than the foreign taxable in- 
come base. The result would be variations between United States and foreign 
tax bases even though the foreign income remains the same. HExhibit IV shows 
the result in a typical case. 














V—UNITED KINGDOM 





EXHIBIT 








The United Kingdom tax law provides that the first taxable year of a calendar 
year corporation shall be used as the base for the tax levied in the first 244 United 
Kingdom fiscal years. This results in an unusually large accrual of United 
Kingdom taxes in the first year of operation which cannot be recovered through 
the foreign tax credit allowance. Upon termination the company may be relieved 
of United Kingdom tax with respect to 144 United Kingdom fiscal years which 
in effect is a compensation for the additional 1144 years tax paid in the initial 
year of operations. In these last years the company may be burdened with a 
full 52 percent United States tax on these untaxed earnings. Exhibit V shows 
the result of this situation. 
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United States corporation operating in Denmark—Computation 
foreign taw credit * 


Exursir I 





Net ineome 
Danish income 
taxes... 


Net income 
after Danish 


income tax... -} 


United States 
income tax on 
$500,000. ___ 

Less foreign tax 


OR 2515. b56.8 


Net United 
States income 


tax Salbiakea 


Net income after 


income taxes____--- 


Excess foreign tax 


| Se 


$500, 000 | $500, 000 











3d year | 4th year 


341, 932 


158, 068 | 


254, 500 
341, 982 
0 | 


158, 068 





87, 432 | 





$500, 000 


137, 302 


€ 698 


to 


117, 198 


245, 500 | 





He 
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5th year 6th year 


$500, 000 | $500, 000 


299,778 | 170,772 





raAgsauetiine: Annual income before tax, $500,000; capital, 1, $1,0 000,000. 


Nore.—Rate of exchange used Danish kroner 6.92 to $1. 


Exursit II 


7th year 


1 
0 E 83, 728 


226, Ww _24, 





showing excess 


8th year 


| 
$500, 000 0 | $500, 000 





273,203 | 191, 873 


226,797 | 308, 127 


254, 500 254, 500 


| 
273,203 | 191, 873 


| 
0 | 62, 627 


18, 703 0 


United States corporation operating in Brazil—Computation showing excess 


foreign tam credit * 
























































Ist year 2d year 3d year 4th year 5th year 
Net income before income tax- $1, 000, 000 | $1, 000, 000 | $1, 000, 000 $1, 000,000 | $1, 000, 000 
Brazil income tax—33.34 percent-.-- 333, 400 333, 400 333, 400 | 333, 400 _ 338, 400 
Net income after Brazilian tax--____ 666,600 | 666, 600 666, 600 666, 600 " 666, 600 
Net income before United States income ; A I 
PRE ee 1, 000, 000 1, 000, 000 1, 000, 000 1, 000, 000 1, 000, 000 
Foreign exchange losses (gain).____.-_---_.|__.._._____- 200, 000 (100, 000) (150, 000) 50, 000 
Net United States taxable income___| 1, 000, 000 800, 000 A 100, 000 1, 150, 000_ 950, 000 
United States income tax on $1,000,000 at : Br ts t ; 
NOUN SS dee denacucndelau 374, 500 | 298, 500 412, 500 431, 500 355, 500 
Less foreign tax credit. ...............-.-- 333, 400 333, 400 333, 400 333, 400 333, 400 
Net United States income tax 41, 100 79, 100 98, 100 22, 100 
Net income after all income taxes______- ; 625, 500 | "466, 600 4 687, 500 718, 500. | - "504, 500 
Excess foreign tax credit..................-].....- a ii 34, 900 | ere aie 


1 Assumptions: Annual income before income tax, $1,000,000; foreign exchange losses deductible for United 
States tax purposes; United States rate 38 percent (Western Hemisphere Trade Corp.). 
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Exursit III 


283 


United States corporation operating in Netherlands—Computation showing 
excess foreign tax credit * 


Net income before deprecia- 


tion and income tax___-.---- 


Less accelerated normal de- 
preciation 


Net income subject to 


Netherlands tax-_--..-- 
Netherlands tax, 47 percent_-- 


Net income after Netherlands 


United States income on 
$900,000 tax at 52 percent__- 
Less foreign tax credit 


Net United States in- 
come tax... a 
Net income after all income 
taxes ‘ wana 
Excess foreign tax credit 


Net income before deprecia- 
tion and income tax...----- 

Less normal depreciation per 
books (straight line) 


Net income subject to 
United States income 
Melictcconn cavum 





Ist year 


$1, 400, 000 


2d year 


$1, 400, 000 


400, 000 
188, 000 


712, 000 


1, 000, 000 


3d year 


$1, 400, 000 
1, 000, 000 


| 


400, 000 
188, 000 


4th year 


$1, 400, 000 
600, 000 
800, 000 
376, 000 
524, 000 


5th year 


$1, 400, 000 
400, 000 

1, 000, 000 
470, 000 
430, 000 





462, 500 


188, 000 


6th year 


$1, 400, 000 


400, 000 


1, 000, 000 
470, 000 





462, 500 
188, 000 


462, 500 





274, 500 
437, 500 


1, 400, 000 | 
500, 000 | 


| 
1 
| 
| 


900, 000 


274, 500 


900, 000 





437, 500 


274, 500 
437, 500 





376, 000 





1, 400, 000 | 
500, 000 | 





900, 000 
| 





1, 400, 000 


500, 000 | 


| 
| 
| 
| 
} 


900, 000 





1 Assumptions: Income before depreciation and income tax, $1,400,000; fixed assets, with estimated life of 
20 years, purchased in Ist year, $10,000,000. 


ExnursitT IV 


United States corporation operating in Germany—Computation showing excess 


foreign tax credit * 





Net income before income tax..-.......-.-.------..--- 


German income tax, 45 percent 


Net income after German tax 


Net income 


Difference between LIFO and FIFO inventory 


Net United States taxable income 


United States income tax on $700,000 at 52 percent 
Less foreign tax credit........-.-- 45555 065i can deéacetes 


Net United States income tax-_-....-- Saheb dnd 


Net income after all income taxes. _...-..-------------- 


Excess foreign tax credit 





Ist year 


$1, 000, 000 
450, 000 


550, 000 
1, 000, 000 | 
(300, 000) 


700, 000 


358, 500 | 
450, 000 


0 
250, 000 | 


91, 500 





2d year 


$1, 000, 000 | 
450, 000 


550, 000 
1, 000, 000 
(200, 000) 


800, 000 


410, 500 
450, 000 


0 
350, 000 


39, 500 





1 Assumptions: Annual income FIFO inventory method, $1,000,000. 


22196—58 19 


3d year 


$1, 000, 000 


450, 000 | 
550, 000 | 


1, 000, 000 


1, 000, 000 
514, 500 
450, 000 

64, 500 
485, 500 


| 





4th year 


$1, 000, 000 
450, 000 


550, 000 


1, 000, 000 
100, 000 


1, 100, 000 


566, 500 
450, 000 


116, 5 











284 TECHNICAL AMENDMENTS ACT OF 1958 


EXHIBIT V 


United States corporation operating in United Kingdom—Computation showing 
excess foreign tax credit * 


~~ 








rf | 
| [st year 7 2d year | 3d year 
Net income before income tax__- : | $1, 000, 000 $1, 000, 000 $1, 000, 000 
United Kingdom income tax, 45.5 percent _. ibn a8 2 1, 023, 750 | 455, 000 | 455, 000 
Net income after United Kingdom tax_________- ‘ (237, 7 50)| 545, 000 | 545, 000 
United States income tax $1,000,000 at 52 percent oe 514, 500 7 514, 500 | ree 514, 500 
Less—Foreign tax credit. _..._._....- 5 ie , de , Ad, 023, 7 750 | 455, 000 | 455, 000 
Net United States income tax____- . | 59, , 500 _ 59, 500 


Net income after all income taxes. ____- 





Excess foreign tax credit..................--..- Skit 509, 250 | 


1 Assumptions: Company on a calendar year basis; annual income before income tax, $1,000,000; taxes 
in Ist year accrued for 244 years. 

2 Assumes that United States corporation operates in other foreign countries and elects to claim credits for 
foreign taxes generally. 


Senator Kerr. We are very happy to have this very distinguished 
citizen from the great State of South Carolina, I believe. He is chair- 
man of the board of the Singer Manufacturing Co. 


STATEMENT OF MILTON C. LIGHTNER, CHAIRMAN OF THE BOARD, 
THE SINGER MANUFACTURING CO. 


Senator Kerr. I remember the first time I ever saw a Singer sew- 
ing machine, Mr. Lightner. You look like you might have been old 
enough to have been around at that time, but I doubt if you had any 
part in making that particular one. 

Mr. Ligurner. Thank you. 

My name is Milton C. Lightner. I live in Ridgewood, N. J. I ap- 
pear here as chairman of the board of directors of the Singer Manu- 
facturing Co. and also of the Singer Sewing Machine Co., our sub- 
sidiary, in support of section 37 of H. R. 8381, providing for a ci arry- 
back and carryover of foreign tax credit. 

Section 37 of H. R. 8381 endeavors to correct certain defects in the 
provisions of the Internal Revenue Code for carrying out the policy 
of Congress to avoid double taxation of income from foreign sources, 
a policy first established in 1918. If double taxation occurs because 
of such defects, it may take most of, or even more than 100 percent of 
the income. My company has had a wide experience with this subject, 
as we do business in practically all countries in the world outside the 
Communist orbit. 

Senator Lone. How many countries is that, Mr. Lightner? 

Mr. Licutner. New countries have been formed so rapidly since the 

yar, Senator, that I couldn’t give you an accurate statement. But 
it is in the neighborhood of 80 countries, perhaps. 

Under existing law, income tax paid abroad by an American tax- 
payer on business done by it in an individual foreign country is off- 
set against the American income tax computed under our tax law on 
the business of the taxpayer that year in that foreign country. The 
difficulty under existing law is that this balancing of tax paid to the 
foreign country against the American tax is required on an annual 
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basis. The basic principle of our law is that there should not be double 
taxation on income earned aboard. If the foreign tax paid exceeds 
our computed tax, then there is no United States tax to be paid, but 
the excess of the foreign tax is not allowed to reduce the United States 
tax on income from another country or on income from within the 
United States. We make no protest against this result, and section 
87 of H. R. 8381 would not effect any change in the rule against using 
an excess tax credit in a way to reduce United States taxes on business 
done in any other country. 

If the foreign and American taxes were computed under the same 
tax law, this system would carry out the basic intent of Congress to 
avoid double taxation, as construed by the org Court. (See 
Burnet v. Chicago Portrait Co., 285 U.S. 1, 7 (1932).) 

Senator Lone. I would like to get this straight, Mr. Lightner. 
What you are saying is that if the foreign governments collected their 
taxes the same way that this country collects its taxes, you wouldn't 
have any problem ¢ 

Mr. Ligutner. We wouldn’t be here, sir. 

Senator Lone. I understand. 

Mr. Licgutner. Unfortunately there are many factors which can 
and do cause income to be included in the American tax computation 
in whole or in part in a different way than in the foreign tax computa- 
tion, and, naturally, the reverse then occurs in another year. The 
obvious result is that, when this bulge is in the income reported in the 
American income-tax return, the American tax is up and the foreign 
tax is down. When the corresponding bulge is in the income in the 
foreign country—and may I interpolate that what we mean is income 
in the income-tax report in the foreign country, as finally audited 
by that country—the foreign tax is up and the American tax is down. 

Senator Lona. It is all the same income, but that country requires 
you to report it on 1 form and report it in 1 way, and this country 
requires you to put it on a different form and report it in a different 
way ¢ 

Mr. Licutner. My statement primarily, of course, has reference to 
the American company which has a branch abroad. And under Ameri- 

can law, all of this income earned in a particular year goes into the 
American tax return of that year. And at the same time you are re- 
turning that same income under the foreign law in the foreign coun- 
try, irrespective of whether you have got the cash or not. And the 
result may not be the same base for applying the applicable tax rates. 

Senator Bennerr. And while you are doing that in 80 countries, 
you have a wide variety of interpretations of the same income? 

Mr. Liguner. That is almost an understatement, Senator. 

Since the taxpayer pays the higher tax in each year, it pays full 
tax twice on the amount of this bulge. Often this double tax means 
a combined tax burden of 100 per cent, or even more, on this item of 
income. This resulting double tax is confiscatory, and I believe is 
surely contrary to the intent of Congress. 

There are many factors which can cause an amount of foreign in- 
come to be taxed by the United States in 1 year and by the foreign 
country in a preceding or following year. A vivid illustration is in- 
come from installment sales which is mad under United States law 
as payments are collected, but is frequently taxed in full in the foreign 
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country in the year in which the sale is made. Other significant fac- 
tors meting in a distortion of the intended effect of the foreign tax 
credit include variations in the methods of pricing inventories, dif- 
ferences in reporting foreign exchange profit or loss, differences in 
depreciation methods, and varying requirements as to method of 
accounting. 

_ A theoretically possible solution would be to identify each item of 
income from each foreign country and to endeavor to match the 
United States tax in 1 year on that item against the foreign tax 
et to that item, irrespective of when the foreign tax is 
paid. 

Senator Lone. May I ask this question? Do you think, Mr. Light- 
ner, that this could be handled by restricting this provision in cases 
where the method of reporting of foreign income is different from 
the method of reporting it in the United States? 

Mr. Licurner. I do not think that is feasible or really susceptible 
even of being written in the form of legislation. We have endeavored 
to consider that, to consider it very seriously. And the intricacies 
of a business and the intricacies of the numerous foreign laws, where 
American companies operate, seem to us to make the effort to apply 
tax to individual items of income separated out in a particular tax 
return, and then try to find where that particular item of income may 
have entered into the other tax return a few years ago or a few years 
later, an accounting matter that I think would drive both the tax- 
payers and the revenue people pretty nearly mad. I don’t want to 
exaggerate, but that is my honest opinion. Further, having identified 
each item of income, it would be extremely difficult to say just what 
part of foreign income tax was paid on each item of income, in view 
of the great variety and complexity of systems of determining foreign 
income tax. 

Senator Lona. If I understand it, your position is that in 80 foreign 
countries they hand you a form, and you undertake to fill it out to 
show what your sales were, what your cost was, and they require you 
to handle your inventory one way, your sales on installment one way, 
and to handle your depreciation one way, and so forth and so on. 
After you fill out that form it works out to a certain amount of tax. 

Then in this country you fill out a completely different form based 
on the same income in that foreign country. Now, 1 year it might say 
in that country that you made $90,000, and in this country, the form 
you fill out here, by the time you add it up the way this country tells 
you to add it up it says you made a hundred thousand. 

Mr. Licutner. That 1s right. 

Senator Lone. The next year in the foreign country when you fill 
out the same form it says there that you made $100,000 and over here 
you made $90,000. As far as trying to figure out why it worked out 
that way, it is your feeling that it is an administrative impossibility. 
But you know this, that the law says that if you paid 52 percent of 
your taxes in that foreign country, that you are entitled to take that 
asa credit in this country. 

Mr. Licgutner. That is right. 

Senator Lone. And as far as you are concerned, it is all the same 
thing. 

Mr. Licutner. It is all the same business. 
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Senator Lone. But to try to go back and explain exactly how it 
worked out that way, it is practically an impossibility, because of the 
way those people nee you to do business. 

Mr. Licutner. If I may interpolate a thought that just comes to 
me about a constant source of irritation, we have a great many people 
employed partly on commission. Where there is a commission pay 
ment, 1t may be paid entirely when a sale is made or it. may be deferred 
until payments are coming in. Where it is deferred until payments 
come in, it is a sort of reserve against a future payment. In some 
countries, that entire commission enters into expense the day that 
the sale is made, even though it may not be paid to that salesman for 
a couple of years. In other countries, it does not enter into expense 
until the day that the salesman receives the payment. And over a 
reasonable period of time either method will balance out. But in 
the meantime, what might be considered insignificant items, such as 
those, may add up to a considerable amount. 

Senator Lone. Do you have cases where you have high sales in 
1 country in 1 year and low sales in another year ? 

Mr. Licutner. Unfortunately, that is true a great many times. 
That is not nearly so much affected by the desire of people to buy, 
but it will be greatly affected by import quotas, and whether we are 
allowed to bring in machines that year, and whether our inventories 
are heavy or not. Things of that kind affect our sales up and down, 
and those of plenty of other companies, too. We are not isolated 
in that. 

Senator Lone. I stated an extreme case the other day. If you are 
in Pakistan with a tax of 60 percent on your income, and you may 
have made $100,000 of income—and Pakistan makes you handle that 
on the accrual basis and you have elected under the law of this 
country to do business on a cash business. Then the $100,000 is taxed 
at a 60 percent rate in Pakistan for $60,000. In this country your 
tax falls in a subsequent year, so in this country you are taxed $52,000. 
You can’t write that off again in any of the 80 other countries you 
may be doing business in. The tax credit is good only in Pakistan, 
and only for that year, so that tax is then taxed at 112 percent. 

Mr. Licurner. That is right. And in the neighboring country 
of India, we are today liquidating our business because we are not 
allowed to import or come in and manufacture either one. And in 
liquidating our inventory, I mean in liquidating our outstanding 
accounts, we are collecting income here, subject to American tax, 
and if my memory serves me correctly, we have already paid the tax 
on those sales in India. And, therefore, I think when we come to 
analyze our 1957-58 returns, that we are likely to find that we have 
quite an American tax on business done in prior years in India, and 
not much in the way of a foreign tax credit. 

Senator Lone. In other words, it is quite likely that you may find 
that you agreed to do business in some foreign country, and when 
you got through you paid more than 100 percent in taxes? 

Mr. Ligutner. It can, on the bulge that moves from 1 year to 
another. 

Senator Lone. It is possible? 

Mr. Licurner. Yes, sir. 
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Senator Bennett. May I just ask one question, a part of the mate- 
rial that Senator Long has been developing. You referred earlier 
to a tax form and a tax statement made in one country, and another 
tax statement made in the United States. Actually, in the United 
States you aggregate all of this material from all companies and 
make it in one statement ? 

Mr. Licutner. Certainly. 

Senator Bennerr. So that in an attempt to follow a single item 
from your statement in the United States to its balancing item in 
that statement in a foreign country, you really would be hunting for 
a needle in a haystack ? 

Mr. Licutner. The income from the operations of the Singer Sew- 
ing Machine Co. in Turkey is reported to Ankara on a Turkish form 
in accordance with Turkish law. The income in Iraq the same way. 
When we come to our United States return, we pick up in the appro- 
priate form of the United States return the income earned in both of 
those countries as income is measured by American laws. We bring 
all that in. But we must separate and show that the Turkish income 
was this amount and the Iraq income was that amount. That infor- 
mation has to be in your working papers in order to apply the limita- 
tion which says that you cannot take an excess foreign tax credit on 
income from one country against the United States tax on income 
from another country. That phase is not touched by this section. 

Senator Bennerr. You still have, then, adequate working papers 
to make a comparison ? 

Mr. Licutrner. Yes, sir, we must have for the United States tax 
return. 

Senator Bennett. I see. 

Mr. Licurner. As well as for our own information as to what is 
happening. 

The carryback and carryover provisions of section 37 of H. R. 8381 
represents a practicable and reasonable solution. It would correct in 
large part the consequence of difference in reporting and computing 
the same business income under different tax systems. The 2-year 
carryback and 5-year carryover take into account 8 years, which is a 

eriod within which most such disparities should be eliminated. 
Under the provision, the amount by which foreign tax paid to a par- 
ticular country in a particular year exceeds United States tax upon 
income from that country for such year could be carried back or carried 
forward to another taxable year in which the limitation is greater than 
the foreign tax for which credit is claimed. The foreign taxes would 
remain subject to the country-by-country limitation, so that over the 
8-year period as a whole no credit in excess of the limitation would 
ever be allowed. 

Section 37 is carefully worded to assure that its application will 
accomplish the purpose of correlating foreign and United States tax- 
ation to avoid double taxation, and yet not be subject to abuse or 
produce any result outside the long-established policy of Congress. A 
mixing of foreign tax credits and foreign tax deductions among dif- 
ferent countries is not permissible in any year. Moreover, foreign tax 
credits will be lost if they are not actually used as a credit in the years 
to which they are attributed under section 37. Finally, total tax cred- 
its for all years are carefully restricted so that they can never exceed 
the United States tax on income from within a particular country. 
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The credit for foreign taxes upon income from long-term contracts, 
upon blocked income, and with respect to dividends from a foreign 
subsidiary is allowed under existing law, regardless of the year in 
which the foreign tax was paid. 

Senator Lone. Would you explain to me how they are allowed 
under existing law ? 

Senator Kerr. He just illustrates that in the next sentence. 

Mr. Licurner. The most important comparison is that of a foreign 
subsidiary. A foreign subsidiary of an American corporation may 
earn $100,000 over a period of 10 years from 1950 to 1959, inclusive. 
During that time it has paid income taxes to the foreign country at 
the rates effective from year to year. If we assume that such taxes 
amounted to a total of $40,000, and the subsidiary in 1960 pays a divi- 
dend out of such earnings to the American parent company, the latter 
is entitled under existing law to credit for the taxes paid by the sub- 
sidiary over the preceding 10-year period, which are allocable to the 
earnings and the profits out of which the dividend is paid. In this 
example, the American taxpayer is enabled to pick up the foreign 
taxes paid over the 10-year period at whatever rate may have existed, 
eeovided the total foreign tax does not exceed the United States tax 
on such income. 

Senator Lone. It was all paid in 1 year? 

Mr. Licurner. In other words, when you compute the foreign tax 
credit in the case of a corporation which is owned by an American 
company, you do not look solely at the foreign tax paid in the year in 
which a dividend is reported as income in America. You look to 
see what the earnings and profits are out of which that dividend has 


come, and then you reach back over the years during which those 
earnings and profits have been made and have been accumulated and 
pick up the taxes paid in the foreign country during those years. 
Then you apply the statutory formula which is based upon the per- 
centage of earnings that turn into the dividend, and you bring that 


in, and you bring your dividend into income, and you bring in the 
foreign taxes under a formula—the details of which I think perhaps 
are not appropriate here—but under that formula you claim as a credit 
your foreign income taxes, irrespective of the year, reaching back over 
the years during which the fund has been accumulated out of which 
the dividend is paid. 

Senator Kerr. Provided you have taken no previous credit for that 
foreign tax paid? 

Mr. Licurner. You can’t take it until the dividend comes in, Sen- 
ator. 

Senator Kerr. I understand, but—— 

Mr. Licurner. If a dividend has taken a part of the earnings then 
of course a part of the tax credit has disappeared, that is right. 

Senator Dovetas. Let’s see if I understand this. What you are say- 
ing is that you should choose a longer period of time than 1 year to 
prevent double taxation, is that true? 

Mr. Licutrner. Yes. 

Senator Kerr. What you are saying is that a company with a branch 
over there should have the same privilege in computing their tax here 
as they would have if that operation over there had been carried on 
by a subsidiary, that is the the principle. 

Mr. Licutner. That is the broad principle, Senator. 
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Senator Doveras. That raises the question, why don’t you create 
subsidiaries ¢ 

Mr. Licurner. In the first place, if I may say so, Senator, I am not 
asking for something specifically for the Singer Co. As far as our 
own situation with respect to subsidiaries is concerned, we have for- 
eign subsidiaries in Britain, France, Germany, the Low Countri 
Scandinavia, Italy, and in South Africa. With respect to the rest a 
Europe, all of the rest of Africa, all of Asia, all of North and South 
America, it is the Singer Sewing Machine Co. of New Jersey which 
operates there. The Singer Sewing Machine Co. was organized in 
1905. And in 1905 it was put into every foreign country where the 
Singer Manufacturing Co. was formerly operating directly or through 
an agency. And since then the number of countries that we are op- 
erating in has largely expanded by virtue of the breaking up of a 
geographical area into new countries. But the Singer Sewing Ma- 
chine Co. has been pretty much all over the world for years. 

Now, if I correctly understand the law, if we were to abandon 
the use of an American company in all of those countries, which I 
personally would regret, and were to try to form corporations and 
transfer the business to them, perhaps we would have very serious 
tax problems. I don’t know, but certainly we would have to come 
down to Washington and ask for permission to make that kind of trans- 
fer. And if the facts that are developed in our request show that the 
reason that we wish to change our method of business is in order to 
lighten our American tax burden, it is my understanding that the 
United States Treasury just shakes its head and says “No”. So I 
don’t think we want to adopt a lot of new foreign subsidiaries, and 
I don’t think we would be permitted to do so. And I may say that 
that may be the case with most of the companies operating through 
branches, except some of the ones that have just gone abroad in the last 
few years. 

Senator Dovetas. I am puzzled by this. What you say seems so 
fair, and yet the Treasury is opposing it, as I understand it. Isn’t 
that true? 

Mr. Licutner. That is true. The Treasury, represented by Mr. 
Dan Throop Smith, presented certain views to this committee two 
days ago. It would be presumptuous of me to review those views, 
or to review the questions which were raised here. But I do think 
that it is quite fair and proper for me to refer to the written state- 
ment. And the written statement says that section 37 relates to a minor 
area of treatment of foreign income, I never before heard that the 
fact that an unintended hardship affected only a minor area of the 
great flow of revenue into the United States Treasury was any reason 
for not correcting it. In fact, from the point of view of effect upon 
income, the more minor it is the more quickly justice should be given. 
That might be an amateur point of view but it is mine. 

The next statement is that it provides special relief in that area by 
itnroducing a tax averaging principle with respect to foreign income 
taxes which does not apply to the income of corporations or individuals 
from domestic sources. My comment would be that when he says it 
is introducing a new tax averaging principle, perhaps he would not 
use the term “tax averaging principle” to describe the way in which 
foreign income tax is now set up as a credit in the case of a corporate 
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subsidiary. To my mind, it is the same thing. And I don’t think 
that it is introducing something new in that respect. 

Senator Dovetas. One sentence of his puzzles me—and he is not 
here and I don’t want to be uncharitable to him—it says “this pro- 
vision does not deal with an unintended hardship.” Do you think he 
means by that that it was an unintended hardship ? 

Mr. Licurner. I suppose grammatically it is open either to the 
interpretation that it was not intended or that it was not a hardship. 
I read it as an admission that it is a hardship, and a statement that 
it was not unintended. Since I question that Congress really intended 
to draw the law so that when income bulges up in a foreign tax re- 
turn in 1 year and bunches up in the American tax return in another 
year, and thereby to tax that income double, I would say it was unin- 
tended. 

And may I digress for a moment, Senator, in answer to your ques- 
tion. You may say, why have taxpayers such as we not come and 
sought relief before? There is a practical question. I have thought 
a good deal about it, myself. Before the war, I never heard from 
our tax department any serious complaint about losing foreign tax 
credit. After the war I have heard nothing but complaints on that 
score, and the practical reason is that foreign countries in which we 
do business have been steadily raising their tax rates. If we had a 
high American tax rate, and a much lower foreign tax rate, we could 
take these ups and downs in reporting of income without losing tax 
credit. But it has been the terrible tendency since the war for 
foreign tax rates to come up so that in some cases they exceed our own 
and in others they are barely under the United States rate. And as 
those foreign tax rates have come up, any bulge may throw you over 
the American tax rate. And that is the situation which has become 
increasingly onerous during the last decade. 

Senator Dovetas. Say that you pay double taxes on the same income 
when it goes up in 1 year. Let us say this happens in the Year 1, on 
the accounts of the foreign operations, the foreign tax, and in the next 
year it happens on the subsequent operation here or vice versa. 

Mr. Lieutner. That is right. 

Senator Dovetas. And the purpose of the international conven- 
tion on double taxation was to eliminate just this, but they took the 
year as a basis for the same corporation. 

Mr. Licgutner. The main objective of the international convention 
is to get a treaty under which both countries that are parties to the 
convention agree that they will not impose tax in any way that results 
in double taxation. Now, from the American point of view, if we are 
operating here, and we are doing business here, and we are also doing 
business in Italy, Italy might very well prime its tax laws so as in 
effect to tax the income from both sources and not allow any credit 
at all. And these conventions really are aimed to get into a dual 
arrangement the same principles that Congress has recognized in our 
domestic legislation since 1918. 

Senator Doveras. And this is done in the case of the subsidiaries, 
that is 

Mr. Licurner. Yes, it applies just the same way. 

Senator Dovetas. And you are simply asking, as the Senator from 
Oklahoma mentioned, that the principle which now applies to the sub- 
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sidiaries averaging over the years apply to the operations of the 
parent companies ? 

Mr. Licutrner. Yes, but not that it be done that way, because it 
would be a rather long way beyond our proposal. It might very 
well bring in to a taxpayer utterly unintended benefits in some way. 
This section has been carefully drawn so as to take the present opera- 
tion of a branch, and enable it to spread within a limited number of 

ears. 

; Senator Dove.as. An 8-year period ? 

Mr. Licutner. And to continue all of the other limitations that 
apply to the branch. 

Now, reverting again to what Mr. Smith said, there are a number 
of very broad proposals which have been before the Treasury and 
before the Congress for some years back which are aimed at trying to 
increase the amount of American foreign trade by giving benefit in the 
taxation field. And if I understood Mr. Smith correctly the other day, 
he rather intimated that this minor correction in this, as he considers it, 
a very minor field—it is not to us—really ought to be pushed to one 
side and taken out of this bill in spite of the merits of it, and the 
endorsement which it has received in our sister house, to wait until the 
Treasury and Congress in their wisdom evolve some overall improve- 
ment of the taxation of American business abroad which may be so 
beneficial that those who are squeezed by it will sit back and say “well, 
thank goodness, we are now in so much better position that we will 
stop talking.” Now, I can’t follow that. But I believe that is the 
substance of what Mr. Smith refers to as broader ways of dealing with 
foreign taxes. I wish I didn’t have to comment so much on Mr. 
Smith because he isn’t here, and I am restraining myself. 

Senator Bennett. I would like to comment on the use of this word 
“unintended.” Of course, I am just speculating on what was in Mr. 
Smith’s mind. But many of the changes suggested in this H. R. 8381 
are changes that are made to close loopholes that were created unin- 
tentionally in the 1954 act and in the 1939 act. It was not an intention 
to create loopholes but loopholes did appear, so we are now attempting 
to close them, because some taxpayers have unintended benefits. And 
when he uses the word “unintended” here, I think he is saying that 
this is not one of those because you are dealing with a problem that 
has been in existence for a long, long time, but which did not become 
acute until now, so it was not the action of the 1939 or the 1954 code 
that created the problem. That is just a speculation. 

Mr. Licutner. I certainly would not consider that I had any right 
to define what Mr. Smith said 

Senator Bennett. I haven’t either. 

Senator Lone. Let me just ask one further question to get this 
straight. As long as foreign countries were taxing you at a rate well 
below the rate at which this country was taxing you, you would have 
no particular problem, would you? If a country is taxing you at 
30 percent, no matter how they make you fill the form out, the odds 
are that you would never take the full 52 percent tax credit. 

Senator Kerr. You would wait for a 30 percent tax on the same in- 
come to entitle you to the full 52 percent. 

Senator Lone. That is right. So as long as the foreign country 
was taxing you at a rate well below the tax in this country, in very 
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few instances would you find that you were unable to take your full 
tax credit. 

Mr. Licurner. That is right. And before the war that was the 
common thing. There are still quite a number of countries in the 
world where the tax rate is low enough so that in those countries this 
problem of double taxation doesn’t arise. 

Senator Lone. But when they advance their taxes to tax at a greater 
rate than this country, then you find that you are being squeezed 
and from time to time paying far in excess of the taxes that you feel 
Congress intended you to pay when it enacted the foreign tax credits? 

Mr. Licurner. That is right. And it has been a serious matter to 
us, or we wouldn’t be here testifying in behalf of the bill. 

Senator Lona. Let me ask you this question. With regard to a 
country like Pakistan, suppose that in 1958 they would tax you at 60 
percent, and then reduce their tax to 30 percent in 1959, would not 
that allow you to take a 52 percent tax credit against the income for 
1959? 

Mr. Licurnenr. I believe it would. 

Senator Lone. Now, could you do the same thing if you are operat- 
ing through a subsidiary ? 

Mr. Licutner. Yes, of course. When you brought in your divi- 
dend you would pick up all the tax credit, whatever it is. 

Senator Lone. Even though in 1 year the tax credit would have 
been below the 52 percent allowable and in another year it would have 
been more than 52 percent allowable? 

Mr. Licurner. Yes. 

May I only inject the comment that, the world being what it is, 
tax rates seem to go up. 

Quite a bit of what I have in my formal statement has been covered 
in this colloquy. To save time, may I skip? 

Senator Frear (now presiding). You may. And that part of 
your prepared statement which you do not cover in your testimony 
will be inserted in the record. 

(The unread portion of the prepared statement of Mr. Lightner is 
as follows:) 

Section 37 of H. R. 8381 would merely allow a spread of 8 years during which 
the credit for foreign taxes paid on income earned by an unincorporated foreign 
branch may be taken into account. 

A simple example illustrates the confiscatory consequence of failure of the 


foreign tax credit to function as Congress had intended. Assume the tax rate in 
the foreign country on income of $100,000 earned and reported in 1957 was 55 
percent. Assume also, that the same income is properly reported in the United 
States in 1958 and is taxable here at a rate of 52 percent. The combined United 
States and foreign tax on this $100,000 of income would be $107,000 in such a 
case, instead of the $55,000 tax burden which would apply if section 37 of H. R. 
8381 is enacted to prevent such double taxation. 

Such an onerous, discriminatory result is intolerable, even though in general 
application it may be lesser in extent than indicated in the example above. It is 
difficult for me to believe that Congress ever intended such a travesty upon the 
basic principle of the foreign tax credit, despite the assertion of the Deputy to 
the Secretary of the Treasury, before this committee on February 25, 1958, that 
“This provision does not deal with an unintended hardship.” There is, in fact, 
no basis for any contention that Congress intended this present discriminatory 
hardship. In fact, it is the rise in tax rates abroad in the last decade that has 
brought this discrimination to a confiseatory stage. 

With all deference to Mr. Smith’s reputation and his opinion that section 37 
relates to a minor area of treatment of foreign income and provides specific relief 
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in that area, and does not deal with an unintended hardship, I suggest that these 
are not sound reasons for continuing to require an American taxpayer to submit 
to confiscatory double taxation merely because it carries the American flag abroad 
wae its foreign branches instead of doing business through foreign subsidi- 
aries. 

It may be noted that not only has the committee on Ways and Means agreed 
unanimously that enactment of this legislation is required effectively to pre- 
vent double taxation within the historic policies of Congress, but also that ap- 
proval by that committee was given in the 84th Congress, aS well as the 85th, 
despite the adverse report from the Treasury. 

Although I am speaking only on behalf of my own company, I feel I should 
call attention to the fact that carryback and carryover of foreign tax credit has 
received the endorsement of several diverse groups. The strong statement in 
behalf of the National Foreign Trade Council, Inc., before the Committee on 
Ways and Means, House of Representatives, on January 20, 1958, reads in 
relevant part as follows: 

“The basic theory and intent behind the enactment of the foreign tax credit 
provision. in 1918 was to provide a mechanism whereby foreign source income 
was to be relieved from double taxation. Generally, in practice this theory ac- 
complishes the desired result.. However, in many instances the intended relief 
is not achieved, principally because of differences in the foreign government's 
eoncept of taxable income and that of the United States. 

“As a step in implementing the intent of Congress in originally enacting the 
foreign tax credit to provide relief from double taxation the Council recom- 
mends that taxpayers be permitted to carryback and carryforward unused 
foreign taxes paid to foreign governments.” 

The principle of carryback and carryover of foreign tax credit has also been 
endorsed recently by the Committee on Taxation of Foreign Income, section 
of taxation, American Bar Association ; Committee on Federal Taxation, Ameri- 
can Institute of Certified Public Accountants; Machinery and Allied Products 
Institute; Manufacturing Chemists’ Association, Inc.; the Taxation Committee 
of the National Association of Manufacturers; and the Committee on Taxation, 
United States Council of the International Chamber of Commerce. 

I urge this committee to retain section 37 of H. R. 8381 in the form in 
which the bill was passed by the House of Representatives. 

Mr. Chairman, may permission please be granted to include a more extensive 
memorandum dealing with some of the questions which have arisen during 
the consideration of this legislation. 


MEMORANDUM IN Support OF SEecTION 37 or H. R. 8381, RELATING TO CARRYBACK 
AND CARRYOVER OF FOREIGN TAXx CREDIT 


Under existing law, double taxation of income from a foreign country is usually 
prevented, in accord with the policy maintained consistently by Congress since 
1918, by providing that taxes paid on such income to the foreign country shall be 
credited against the United States tax on such income. The foreign tax credit, 
however, cannot exceed either the foreign tax or the United States tax on the 
business done in the individual foreign country in the taxable year. When income 
from the same business activity is reported for taxation in a foreign country in 
one year, but in a different year in the United States, double taxation, bordering 
upon confiscation, and contrary to the policy of Conugress, occurs. The purpose of 
section 37 of H. R. 8381, now pending in the Committee on Finance, is to correct 
this result by provision for carryover and carryback of foreign tax credit, in 
effect correlating the credit for tax paid to a foreign country to the year when 
that income is reported for United States income tax purposes. Various ques- 
tions have been raised about the pending bill, but none appears valid. The ques- 
tions are briefly summarized and answered as follows: 

1. Question. If carryback and carryover of foreign tax credit were provided, 
would this be a precedent for similar treatment of the retirement income credit 
and dividend credit for individuals?—Answer. The latter credits extend exemp- 
tion from any individual income tax upon limited amounts of dividend or retire- 
ment income, while the foreign tax credit protects against the payment of two 
taxes on the same income to the same taxpayer—first, in the foreign country and 
then, again, in the United States. The loss of the foreign tax credit, which, as 
explained in exhibit A, can result in taxation of the same income at combined 
foreign and United States corporate tax rates of frequently from 80 to 90 percent, 
surely cannot be compared with the failure of an individual to have sufficient re- 
tirement income or dividend income to receive the full available relief under 
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the retirement income and dividend credits. The tax-writing committees of Con- 
gress are constantly making far more subtle and less basic distinctions in enact- 
ment of amendments to the Federal tax laws. 

2. Question. Would provision for carryback and carryover of foreign tax 
credit be a new or novel principle?—Answer. Carryback and carryover of foreign 
tax credit is completely consistent with the principle that the credit for foreign 
taxes should be allowed in the year in which income from a foreign country is 
reported in the United States, which has already been recognized by Congress 
and the Treasury Department in section 902 (a) of the 1954 code, relating to 
foreign taxes deemed to have been paid by the taxpayer because paid by a 
foreign corporation in which it has at least a 10-percent stock ownership and 
from which it receives dividends; in T. D. 5281, relating to blocked income; 
and in Revenue Ruling 288, C. B. 1953-2, 27, relating to income from long-term 
contracts, all as stated more fully in exhibit B. 

3. Question. Does the bilateral treaty program now being actively pursued by 
the United States Government make the enactment of section 37 of H. R. 8381 
unnecessary ?—Answer. There are only 19 treaties for the prevention of double 
taxation of income now in effect in which the United States is a party. Although 
others are now in preparation, it will obviously be far in the future before treaties 
ean be consummated with the hundred or more nations with which the United 
States engages in trade. Moreover, as explained in exhibit C, the income tax 
treaties now in effect do not solve the problem at which section 38 of H. R. 8381 is 
directed. 

4. Question. Would section 37 of H. R. 8381 permit carryback and carryover 
of foreign tax credit resulting from the variation from year to year in the appli- 
cable tax rates of the foreign country and the United States?—Answer. Section 
87 of H. R. 8381 provides strict rules to prevent taxpayers to whom it applies 
from being treated more favorably than taxpayers whose income is reported in 
the same taxable year in the foreign country as in the United States. No special 
safeguards against theoretical and highly improbable benefit to taxpayers from 
fluctuating tax rates have been considered necessary in those situations in which 
a taxpayer is permitted under existing law to take foreign tax credit against 
United States tax for the year in which the foreign income is reported in the 
United States, even though such tax was actually paid to the foreign country in 
a different taxable year. A change in tax rates, whether to the benefit or detri- 
ment of the taxpayer, is just as possible in the case of a taxpayer receiving 
income under long-term contracts, or blocked income, or dividends from a foreign 
subsidiary. In these situations, the foreign tax credit is, nevertheless, applied 
to prevent double taxation. 

5. Question. Would the enactment of section 37 of H. R. 8381 take into ac- 
count only “a minor area” of the complex problem of taxation of foreign 
income which can be more satisfactorily resolved in comprehensive legislation 
which the Treasury Department at one time submitted to the Congress, but now 
apparently has abandoned?—Answer. Section 37 of H. R. 8381 would effectuate 
a longstanding (since 1918) policy of Congress that income from a foreign country 
should not be subjected to double taxation. H. R. 7725, 84th Congress, which 
embodied the comprehensive Treasury recommendations, proposed entirely new 
concepts in the taxation of foreign income, including an election of indefinite 
deferment of United States tax on income earned through foreign branches 
and a 14-percentage-point credit against the United States tax on all foreign 
income. If such far-reaching changes are revived, however meritorious they may 
be in principle, they will surely require extended consideration by the tax- 
writing committees of Congress. Meanwhile, it would be an unjustifiable hard- 
ship to continue to exact a discriminatory and frequently confiscatory double tax 
upon foreign income, contrary to policies already approved by Congress, merely 
because longer range legislation on the taxation of foreign income may possibly 
be revived. 


SUPPLEMENT TO MEMORANDUM IN Support or SEcTIon 37 or H. R. 8381, RELATING 
To CARRYBACK AND CARRYOVER OF FOREIGN TAx CREDIT 


Exnursit A 


Enactment of section 37 of H. R. 8381 would not be a precedent for similar 
treatment of the retirement income credit and dividend credit for individuals. 
Federal tax laws since the Revenue Act of 1918 have provided a credit for 
taxes paid to a foreign country or a possession of the United States. In holding 
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that credit is available for taxes paid to a political subdivision of a foreign 
country, the Supreme Court said in Burnet v. Chicago Portrait Co. (285 U. §, 
1, 7 (1982) ): 

“We think that the purpose of the statute is clear. The fact that the provi- 
sion is for a credit to the domestic corporation, against income taxes payable 
here, of income taxes paid during the same taxable year of any foreign country, 
itself demonstrates that the primary design of the provision was to mitigate the 
evil of double taxation.” (Emphasis supplied.) 

The general statement in the report of the Committe on Ways and Means on 
a separate bill, H. R. 6728, in the preceding Congress (H. Rept. 1346, 84th Cong. 
p. 1) explains the corresponding provisions of the 1954 code as follows: 

“Under the Internal Revenue Code of 1954, as well as under prior Federal 
income-tax laws, citizens and alien residents of the United States and domestic 
corporations are subject to tax on income both from sources within and sources 
without the United States. Income from without the United States generally 
is subject to taxation under the income-tax laws of the foreign country or pos- 
session of the United States from which derived. In order to avoid double taxa- 
tion of the same income in these cases, the taxes paid or accrued to the foreign 
country (or to a possession of the United States) are allowable as a credit against 
Federal income tax. Under section 904 of the 1954 code, however, the foreign 
taxes eligible for the credit against United States tax are restricted by the so- 
called per country limitation. This limitation restricts the foreign tax which 
can be claimed as a credit to an amount which is the same proportion of the 
taxpayer’s total United States tax liability before credit as the taxable income 
from the foreign country bears to the total taxable income of the taxpayer for 
the same taxable year. Thus, under this limitation, credit is denied with respect 
te that part of the income tax of a foreign country which is proportionately 
greater than the United States tax.” 

In reporting that bill unanimously, the Committee on Ways and Means stressed 
that its purpose is to prevent the double taxation of income from sources without 
the United States, as follows: 

“* * * Double taxation occurs under present law because of the manner in 
which the per-country limitation works where the methods of reporting income 
are different in the United States and the foreign country. Such differences in 
reporting frequently cause the same income to be reported in 1 year in the 
United States and in another year in the foreign country. When this occurs 
(other things being equal) the allowable credit will be less than the tax paid 
or accrued to the foreign country in the year the income is reported in the 
foreign county but not the United States, because the credit is limited by the 
amount of income from the foreign country which would be reported under 
United States income-tax rules in that year. In another year, when the income 
is reported in the United States but not the foreign country, the credit which 
would be allowable under the limitation will exceed the foreign taxes paid or 
accrued” (H. Rept. 1346, supra, p. 2). 

Rulings of the Treasury Department have long recognized that the law should 
be administered to “give effect to the intention of Congress to avoid double 
taxation by permitting a credit for foreign taxes” (G. C. M. 16144, C. B. XV-1 
(1936) 152, 155). 

Thus, since Congress, the Supreme Court, and the Treasury Department have 
long recognized the principle against double taxation of foreign income, legis- 
lation to correct an unintended defect in the foreign tax credit involves import- 
ant public policy considerations which justify carryback and carryover of the 
foreign tax credit. 

The following example illustrates the confiscatory double taxation which can 
occur when a taxpayer doing business in several foreign countries, and electing to 
take the foreign tax credit, finds that there is $100,000 of income from business 
activity in one of those countries that is reported in 1 taxable year in the foreign 
country and in another taxable year in the United States: 
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NorTe.—1955, $60,000 foreign tax, no tax credit; 1956, $52,000 United States tax, no tax credit; $100,000 
income, $112,000 tax. 
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It is seen from the above that the limitation came about due to differences in 
timing of income with absolutely no relationship to the foreign rate. The same 
result would have happened (but to a lesser degree) even if the foreign rate 
were lower than the United States rate. All that section 37 of H. R. 83881 
would do is to prevent such taxpayers from paying this heavy penalty (112 per- 
cent rate) for operating abroad by putting them on the same footing as domestic 
taxpayers, i. e., as if their income was earned entirely from operations within 
the United States. 

The loss of the foreign tax credit, which can result in taxation of the same 
income at combined foreign and United States tax rates of 112 percent, surely 
cannot be compared with the loss of the retirement income or dividend creaits, 
the purpose of which is to grant to certain types of income a limited exemption 
from individual income taxation. Not only the basic purpose and effect, but 
also the mechanics and application of the dividend credit and retirement income 
credit differ from the foreign tax credit. Under present law, it is question- 
able whether there is actually such an item as an unused dividends received 
or retirement income credit. Rather, individuals of varying circumstances 
receive such credits in varying amounts, depending upon their respective 
circumstances. 

For the foregoing reasons, therefore, carryback and carryover of foreign tax 
credit would not be a precedent for similar treatment of the retirement income 
credit and dividend credit for individuals. 





)xHIsiIt B 


Provision for carryback and carryover of foreign tax credit would not involve 
a new or novel principle. 

Congress and the Treasury Department have, over the years, manifested a 
concern consistent with the policy of section 37 of H. R. 8381 that the foreign 
tax credit should not be lost merely because income is taxed in 1 year in a 
foreign country and in a different year in the United States. 

This conclusion is supported by the following : 

(i) Section 902 (a) of the Internal Revenue Code of 1954, which has its 
origin in section 288 (e) of the Revenue Act of 1921, permits a domestic cor- 
poration which receives dividends in any taxable year from a foreign corpora- 
tion to receive the benefit of the income taxes paid by such foreign corporation 
to a foreign country with respect to the accumulated profits from which such 
dividends are paid, and this rule applies even though the dividends may be 
paid several years after the taxes were paid to the foreign country by the for- 
eign corporation. 

A foreign subsidiary of an American corporation may earn $100,000 over a pe- 
riod of 10 years from 1950 to 1959, inclusive. During that time it has paid 
income taxes to the foreign country at the rates effective from year to year. 
If we may assume that such taxes amounted to a total of $40,000, and the sub- 
sidiary in 1960 pays a dividend out of such earnings to the American parent 
company, the latter is entitled under existing law to credit for the taxes paid 
by the subsidiary over the preceding 10-year period, which are allocable to the 
earnings and profits out of which the dividend is paid. In this example, the 
American taxpayer is enabled to pick up all foreign taxes paid over the 10-year 
period at whatever rate may have existed provided the total of foreign tax 
does not exceed the United States tax on such income. Section 37 of H. R. 
8381 would merely allow a spread of 8 years during which the credit for for- 
eign taxes paid on income earned by an unincorporated foreign branch may 
be taken into account. 

(b) Blocked income and the treatment of credit for foreign taxes attributable 
thereto were reviewed by Congress at the time of enactment of the Revenue 
Act of 1942. The conference report on the Revenue Act of 1942, Report No. 2586, 
77th Congress, 2d session, page 50, reads in relevant part as follows: 

“The conferees gave consideration to the question of an amendment to sec- 
tion 131 of the code to provide that the credit for foreign taxes on foreign in- 
come not reported in the taxable year because of its being blocked should be 
deferred and allowed in the taxable year in which such income is released and 
realized for income tax purposes. It was agreed that such an amendment is 
unnecessary. Under a proper interpretation of existing law, the credit for 
foreign taxes, as well as the various allowable deductions, follows the income 
into the taxable year in which it is realized for purposes of the income tax law. 
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This might appropriately be covered specifically by departmental regulations 
in view of the importance of the question to a large number of taxpayers.” 

Thereafter the Treasury regulations were amended by Treasury Decisions 
5281 (1943 C. B. 213), to permit the credit for income taxes imposed 
by a foreign country with respect to blocked income to be taken proportion- 
ately in the taxable year or years in which such blocked income is includible in 
gross income for Federal income tax purposes. 

(c) Revenue Ruling 288 (C. B. 1953-2, 27), holds that a domestic corpora- 
tion which reports income from a long-term contract on the percentage of com- 
pletion basis for foreign income tax purposes may take credit for the taxes paid 
to the foreign country during the period of performance of the contract against 
United States income taxes paid in the taxable year of completion of the con- 
tract under the completed contract method of reporting used by the taxpayer 
in the United States. 

The allowance of the foreign tax credit, therefore, in a taxable year other 
than that in which the tax is actually paid to the foreign country, is not novel 
and introduces no new precedent. 


Exursit C 


The bilateral tax treaty program of the United States is not a satisfactory 
solution of the problem at which section 37 of H. R. 8381 is addressed. 

The suggestion that this problem be taken up on the tax treaty level is some- 
what perplexing in view of the fact that the tax treaties themselves seem to 
suggest a course of action similar to the one contemplated, i. e., by way of legis- 
lation in the state of company’s creation. They provide in effect that where the 
actions of the revenue authorities of the treaty states have led or will lead to 
double taxation, a taxpayer may lodge a claim with the state of which he is 
a resident or citizen and that corporate taxpayers should file claims in the 
state of creation or organization. Article XVI of the Canadian-United States 
Income Tax Treaty, quoted below, is typical of such provision found in almost 
all other treaties, for example, with Australia, Belgium, Denmark, Finland, 
Greece, Japan, Netherlands, etc. 

“Article XVI >» a taxpayer shows proof that the actions of the revenue 
authorities of the contracting states have resulted in double taxation in his 
case in respect of any of the taxes to which the present convention relates, he 
shall be entitled to lodge a claim with the state of which he is a citizen or 
resident or, if the taxpayer is a corporation or other entity, with the state in 
which it was created or organized. If the claim should be deemed worthy of 
consideration, the competent authority of such state may consult with the com- 
petent authority of the other state to determine whether the double taxation in 
question may be avoided in accordance with the terms of this convention.” 

The double taxation complained of results from the actions of the United 
States revenue authorities in application of United States tax laws. Elimina- 
tion of the injustice which results from differences in timing of income in con- 
nection with its own taxpayers who, for example, use the installment sales 
method of reporting income would hardly involve any proper complaint under 
such a provision of a treaty. The installment sales method of reporting income 
is recognized under our laws without any coordination with the foreign tax 
credits. Therefore, if any remedy should be had it would seem that it is within 
the province of the United States to grant it, for, as suggested by the tax treaties, 
complaint should first be lodged with our own taxing authorities. This is ex- 
actly what section 37 of H. R. 8381 is attempting to do. 

Foreign and United States tax laws in many situations differ as to amount 
and timing of income and deductions. This failure of synchronization among 
the stated countries’ tax laws often results in a United States tax that should 
otherwise not have been levied. It is believed difficult for tax treaties to correct 
a situation of this kind that produces unintended double taxation—particularly 
when the remedy is clearly within legislative (United States) amendment as is 
embraced in section 37 of H. R. 8381. 


Mr. Licurner. I would like to refer to something at the end, if I 

may just take a moment. 

Senator Frear. You may. 

Mr. Licurner. Mr. Chairman, there is attached to my statement 
a somewhat extensive memorandum dealing with some of the ques- 








tions 1 
and th 
Sen: 
I was 
the co 
Mr. 
when. 
Sen 
(Th 


Hon, ft 
Ch 


Deal 
fully 1 
section 

Fore 
differe 
and p! 
income 
of yea 
existil 
ing ur 
claime 
to he 
and t« 
foreig 
Comm 
repeat 
page < 

A s 
fre 0 
count 
ameli 
urge t 


Se 
Mi 
we h 
ous 1 


Ss’ 


M 
port 
of yi 


Se 


riv 
re C 
of t 
cape 
fit f 
tion 
did 
up t 
on | 





Ora- 


aid 
inst 
-on- 
yer 


her 
vel 





TECHNICAL AMENDMENTS ACT OF 1958 299 


tions that have arisen during the consideration of this legislation, 
and that have been touched upon in these hearings. 

Senator Frear. Thank you for your appearance. And although 
I was not here for all of your testimony, I am sure the members of 
the committee were enlightened by your answers to the questions. 

Mr. Licurner. You are not referring to my name of “Lightner” 
when you say “enlightened,” are you ? 

Senator Frear. No, sir. 

(The following letter was subsequently received for the record :) 

MANUFACTURING CHEMISTS’ ASSOCIATION, INC., 
Washington, D. C., March 4, 1958. 
Hon, Harry F. Byrp, 
Chairman, Conmittee on Finance, 
United States Senate, Washington, D. C. 

Deak Mr, CHAIRMAN: The Manufacturing Chemists’ Association, Inc., respect- 
fully requests that the Committee on Finance recommend the enactment of 
section 37 of H. R. 8381 without amendment. 

Foreign income igs presently burdened by double taxation arising through 
differences between United States and foreign country accounting concepts 
and procedures for determining taxable income. The resulting differences in 
income and related taxes tend to be equalized in the aggregate over a period 
of years, but such equalization cannot be realized in tax computation under 
existing law. Section 37 of H. R. 8381 would eliminate double taxation exist- 
ing under present law by permitting foreign taxes, which cannot currently be 
claimed as a tax credit because of the per country limitation in Code Section 904, 
to be carried back to the 2 prior years or forward to the 5 succeeding years, 
and to be used in those years to the extent of any excess of the limitation over 
foreign taxes paid in those years. The report of the House Ways and Means 
Committee presents an adequate explanation of section 37, which we will not 
repeat in this letter. (See House Report 775, 85th Cong. Ist sess. beginning at 
page 27 and at page 82.) 

A substantial number of the 170 chemical manufacturing companies which 
fre members of this association engage in business operations in foreign 
countries and experience the double taxation of foreign income which would be 
ameliorated by section 37 of the Technical Amendments Act. We respectfully 
urge that you approve the enactment of this provision. 


Sincerely, 
J. E. Hur. 


Senator Frrar. Mr. Herbert A. Bergson. 

Mr. Bergson, I am sorry that we have detained you for so long, but 
we hope that you have enjoyed listening to the testimony of the previ- 
ous witnesses. 


STATEMENT OF HERBERT A. BERGSON, WASHINGTON, D. C. 


Mr. Bercson. I have indeed, Senator. And I appreciate the op- 
portunity to present my statement at this late hour. It is very kind 
of you to hear me. 

Senator Frear. Thank you. 

Mr. Brerason. My name is Herbert A. Bergson. I am an attorney in 

rivate practice in Washington, D.C. Prior to returning to practice, 
in October 1950, I had been Assistant Attorney General in charge 
of the Antitrust Division since June 1948. While serving in that 
capacity, I became convinced that antitrust enforcement would bene- 
fit from legislation alleviating the tax consequences of forced liquida- 
tion under divestiture decrees in civil antitrust cases. Although I 
did not formally recommend such legislation at that time, I did take 
up the matter informally with a staff member of the Joint Committee 
on Internal Revenue Taxation. My views have not changed, and I 
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appear here today to urge this committee to amend H. R. 8381, the 
measure now under consideration, to permit nonrecognition of gain, 
for tax purposes, of involuntary conversions of property pursuant 
to antitrust divestiture decrees. "While sections 39 and 41 of the pend- 
ing bill deal with some of the problems of involuntary conversions, 
the related area of antitrust divestiture seems to have been overlooked. 

In considering such legislation, it is important to recognize at the 
outset that the relief which it offers is available only when, in civil 
actions, the court has invoked the equitable remedy of divestiture. 
The Supreme Court has many times made it clear that equitable re- 
lief in antitrust cases is remedial, not penal. Such relief is invoked 
not to punish those whose businesses are found to infringe the anti- 
trust laws, but to restrain anticompetitive practices and eliminate con- 
eentrations of market strength in order that competitive conditions 
may be reestablished. There has been no dissent from the observation 
of Chief Justice Vinson and Mr. Justice Reed, concurring in Timken 
Roller Bearing Co. v. United States (341 U.S. 593, 603 (1951) ), that— 
divestiture is a remedy to restore competition and not to punish those who re- 
strain trade * * * 

The proposal to give involuntary conversion treatment to antitrust 
defendants can, therefore, be supported solely in terms of the essential 
fairness of mitigating the consequences of divestiture, which are harsh 
enough even without considering the tax implications. As Assistant 
Attorney General in charge of the Antitrust Division, however, I fav- 
ored legislation of this type for an additional, and to me most impell- 
ing, reason ; namely, that such legislation would not only help to over- 
come judicial reluctance to order divestiture, but would also encourage 
defendants in civil antitrust actions to enter into consent decrees call- 
ing for divestiture. 

There is now general recognition that an effective antitrust program 
is a necessary adjunct to a free competitive enterprise system. The 
effectiveness of antitrust enforcement hinges, however, on the attain- 
ment of complete relief in civil actions instituted by the Government. 
In this connection, the reluctance of the courts to order divestiture, 
whether it be of plant, facilities, stocks, or other forms of property, has 
frequently impeded the complete restoration of competitive conditions. 
This judicial attitude stems primarily and properly from the fact that 
divestiture is a harsh remedy, inappropriate except in the most com- 
pelling anticompetitive situations. But the reluctance to order di- 
vestiture, is, I believe, reinforced and strengthened by the fact that 
it would cause the defendant to suffer substantial tax consequences on 
the gain realized from the involuntary disposition of his property. 
The result is that our present tax law has unwittingly been impeding 
enforcement of the antitrust laws so that the Government, after win- 
ning antitrust cases on the merits, has frequently lost out in its quest 
for effective relief. Unless this growing trend can be reversed, the 
enforcement of the antitrust enforcement requires divestment of plant, 
stocks, or other property. Antitrust Division attorneys are well 
aware of the tax difficulties created by involuntary realizations, and 

strive to work out solutions which will void the immediate imposi- 
tion of a heavy tax burden. On a number of occasions, defendants 
who would have accepted consent decrees calling for divestiture, have 
refused solely because of the tax consequences. The Division was then 
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forced to abandon divestiture, which it could otherwise have obtained, 
or else to enter into a long, bitterly-contested and costly trial. If the 
tax problem were ameliorated, it is reasonable to expect that cases 
requiring divestiture relief would more frequently be handled by 
consent judgments, with the result that antitrust enforcement could 
be directed to additional areas of the economy. 

Senator Lone. What you are saying, as I understand it, Mr. Berg- 
son, is that cases will arise where it is really in the public interest to: 
require divestiture of certain holdings by a corporation. And the 
corporation would be willing to do that except for the fact that by 
doing so they would incur a major tax liability. 

Mr. Bereson. That is one facet of it. 

Senator Lone. And that being the case, the corporation would feel 
compelled to fight the matter out, many times successfully, against 
divestiture, and in many cases the Court would be inclined to order 
divestiture, but when the Court sees the large tax liabilities that 
would be imposed upon the corporation as a result of it, they are in- 
clined to look for some other remedy. 

Mr. Bereson. Exactly, that is exactly my position. 

Senator Lone. Your feeling is that if the divestiture is not ordered, 
there is no tax liability there. Therefore, the corporation would be 
inclined to continue an economic concentration which might not be in 
the public interest because to accede to the Government’s view might 
require that there be a very great tax liability on the corporation. 

Mr. Bereson. I think you have stated it excellently, Senator. 

Senator Frear. Both ways? 

Mr. Bereson. Both ways. 

Imposition of a heavy burden of taxation as a result of disposi- 
tions of property under antitrust decrees clearly is not contemplated 
by the antitrust laws themselves. Indeed, at the time the Sherman 
and Clayton Acts were passed, income taxation was for all practical 
purposes nonexistent. Some have suggested, however, that in this 
area the tax laws reinforce the antitrust laws, and that enactment of 
this legislation will encourage persons to enter into questionable 
mergers because the tax consequences of a divestiture order will have 
been substantially mitigated. I do not believe that this is a realistic 
objection. Divestiture relief is so drastic, and its impact upon the 
structure of the corporations involved is so serious that the possibility 
of mere tax postponement would hardly constitute an invitation to 
a buildup of economic power which would warrant divestiture. Di- 
vestiture represents forced liquidation and involves risks of tremen- 
dous sums of money. Forced liquidation itself carries with it the 
prospect of liquidation at depreciated values entirely apart from 
the other implications of the divestiture. In short, the very nature 
of divestiture relief is inconsistent with a suggestion that the mere 
postponement of the tax would constitute an invitation to would-be 
violators of the antitrust laws. This is equally true of stock divesting. 
No business could take the risk of acquiring stock that would likely 
be forcibly divested, where the only possible tax inducement was that 
the tax on any gain would be postponed. Accordingly, I believe the 

tax consequences of divestiture do not deter questionable mergers, but 
do deter courts from imposing, and defendants from accepting, anti- 
trust decrees calling for divestiture. 
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When antitrust considerations are supplemented by a look at the 
Internal Revenue Code, it becomes evident that the proposed legislation 
comports fully with the principle that gain realized on involuntary 
conversions should not be recognized. It also becomes clear that 
Congress has invoked this principle in a variety of involuntary realiza- 
tion situations, at least two of which involve analogous sales of prop- 
erty ordered by agencies charged with regulating particular areas of 
the economy. One of these is section 1081 of the Internal Revenue 
Code of 1954, which provides for the postponement of taxation on 
gains realized when property is sold at the direction of the Securities 
and Exchange Commission acting under the Public Utility Holding 
Company Act of 1935. The other is section 1071, which relates to sales 
of radio broadcasting facilities by order of the Federal Communica- 
tions Commission. 

Like the Sherman and Clayton Acts, the Public Utility Holding 
Company Act of 1935 was designed to remedy certain economic evils 
and abuses. In describing the necessity for regulation of holding 
companies, Congress declared that the public interest was adversely 
affected when, among other things: 

The growth and extension of holding companies bears no relation to economy 
of management and operation or the integration and coordination of related 
operating properties * * * (15 U. 8S. ©. 79a (6) (4)). 

Thus, the act was directed against undue growth and extension of 

holding companies, an evil closely resembling monopolization, and 
undue concentration of economic power with which Congress was con- 
cerned in enacting the Sherman and Clayton Acts. The Holding 
Company Act likewise declares that it is the policy of the act to elimi- 
nate abuses of the sort described above by compelling— 
the simplification of public-utility holding-company systems and the elimination 
therefrom of properties detrimental to the proper functioning of such systems 
(15 U.S. C. 79a (c)). 
This declaration is the source of the SEC’s power to order the ex- 
change, sale, and transfer of physical property or securities for other 
property, including cash. In exercising that power the SEC has 
caused a regrouping and shifting of physical property and securities 
for a purpose and with an effect which I believe to be indistinguish- 
able in principle from the purpose and effect of divestiture orders in 
civil antitrust cases. Thus, both in terms of basic statutory policy and 
mode of effectuation, the Holding Company Act and the antitrust 
statutes are closely analogous. 

The tax implications likewise are precisely analogous. When, 
under either the Holding Company Act or the antitrust laws, the 
sale, disposition, or exchange of any property is ordered, there is an 
involuntary realization of gain and an involuntary imposition of tax. 
It was to temper the inequity of such an involuntary realization that 
Congress, in 1938, enacted the provision now embodied in section 1081 
of the 1954 code. I see no reason why antitrust defendants should be 
treated differently since divestiture orders under both the holding 
company and antitrust statutes are essentially remedial in nature, 
rather and punitive. 

Moreover, in enacting the legislation now embodied in section 1081, 
Congress sought not merely to eliminate the inequity of involuntary 
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realizations, but sought also to encourage the public utilities to comply 
more readily with SEC orders. Thus, in reporting favorably upon 
that legislation, this committee declared : 

It is believed that the above provision will greatly facilitate the simplification 

and integration of public-utility holding-company systems. By such provisions 
the public-utility systems will be encouraged to cooperate with the Securities and 
Exchange Commission and will effect results which will carry out the purposes 
of simplification and integration without undue burden on the companies and 
their shareholders, resulting from forced reorganizations, liquidations, and trans- 
fers. The effect of these provisions will not be to exempt gains from tax but 
merely to postpone their taxation until subsequent voluntary realization (S. 
Rept. 1567, 75th Cong., 3d sess., at 10). 
The committee’s reasoning applies to the proposed legislation, since its 
enactment would encourage antitrust defendants to cooperate with the 
Division by accepting consent decrees calling for divestiture. Anti- 
trust enforcement would benefit from the resulting elimination of pro- 
longed and expensive litigation. 

Another closely analogous provision is section 1071 of the Internal 
Revenue Code of 1954 providing for nonrecognition of gain or loss 
realized on the sale or exchange of radio stations to effectuate policies 
of the Federal Communications Commission. As the Senate Finance 
Committee noted, the sales covered by this provision are sales directed 
by the Commission— 
in pursuance of the policy of eliminating common ownership of directly com- 
peting radio facilities * * * (S. Rept. 627, 78th Cong. 1st sess., at 53). * 
Thus in that situation, as here, the involuntary sale is ordered for the 

urpose of improving competition. The Commission’s action in order- 
ing such a sale is neither more nor less punitive than is the action 
of a court in ordering divestiture by a defendant in a civil antitrust 
action. In both situations, the objective is a realinement of ownership 
in the interest of promoting competition and in neither case, is it 
inconsistent with this objective to relieve the seller from the harsh tax 
consequences of an involuntary realization of gain. 

In summary I urge enactment of legislation to postpone recognition 
of gain realized upon the involuntary conversion of property pursuant 
to divestiture decrees in antitrust cases because such postponement is 
inherently fair to the taxpayer, because such relief already has been 
provided in closely similar situations, and, most significantly, because 
such legislation will remove an important obstacle to effective anti- 
trust enforcement in situations where divestment of plant, stocks or 
other property is needed to restore competitive conditions in an in- 
dustry. 

That completes my statement, Senator. 

Senator Frear. Questions, Senator Long? 

Senator Lone. No questions. 

Senator Frear. Senator Bennett? 

Senator Bennerr. No questions. 

Senator Frear. Thank you, Mr. Bergson. 

(The following letter and statement supplementing the testimony 
of Mr. Bergson was submitted for the record by Mr. Charles L. 
Fletcher, vice president and treasurer, Hilton Hotels, Chicago, Ill.) 
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HILton Horets Corp., 


February 27,1958. 
Hon. Harry F.. Byrp, 


Chairman, Senate Finance Committee, 
Senate Office Building, Washington, D. C. 


My Dear SENATOR Byrp: On Thursday, February 27, your commitee heard 
testimony from Herbert A. Bergson, Esq., urging amendment to the tax laws to 
permit nonrecognition of gain from involuntary conversions of property pursuant 
to antitrust divestiture decrees. I believe that your committee would be inter- 
ested in the facts relating to an actual case to show how the present law with its 
changing applications operates to the disadvantage of the taxpayer as well as 
the Government, even though it has acted in the best of good faith. 

I therefore respectfully submit the attached statement. 

Very truly yours, 
CHARLES L. FLETCHER, 
Vice President and Treasurer. 


STATEMENT OF CHARLES L. FLETCHER 


I am a vice president and treasurer of Hilton Hotels Corp. (hereafter referred 
to as “Hilton’’) and also of Statler Hotels Delaware Corp., and I am the principal 
financial officer of both companies. 


GENERAL BACKGROUND 


On October 31, 1954, in connection with the complete liquidation of the former 
Statler Co., the nine operating Statler hotels in Boston, Buffalo, New York, Hart- 
ford, Washington, St. Louis, Cleveland, Detroit, and Los Angeles, together with a 
tenth under construction in Dallas, were sold to a newly organized company en- 
titled Statler Hotels Delaware Corp. (hereafter referred to as “Statler”’). Statler 
is not a subsidiary of Hilton, but is an independent company. It is, however, un- 
der common control with Hilton, as 1,654,509 out of its 1,805,509 outstanding 
shares of common stock—its only class—were offered pro rata to Hilton stock- 
holders and were taken up on this offering. Simultaneously with the purchase of 
the hotel properties by Statler, Hilton leased or subleased all 10 for an original 
term of 25 years. Hilton separately owns the furniture, furnishings, and equip- 
ment in the hotels. In order to finance the transactions, in addition to 
$11,584,947.78 raised by Statler through the sale of its common stock, the sum 
of $49,500,000 was loaned to Statler through mortgages on the properties by the 
Equitable Life Assurance Society of the United States (subject to then existing 
mortgages on certain of the properties of $17,942,242) and $20,000,000 was loaned 
to Hilton by the First National Bank of Boston. 


ANTITRUST PROCEEDINGS 


Shortly after the first announcement of the transacton, on August 2, 1954, the 
Department of Justice on August 27, 1954, wrote to request information about it. 
“While we do not mean to imply,” said the Department in their letter, “that the 
acquisition necessarily violates antitrust laws, it does raise certain questions 
under those laws.” Information relating to those questions was requested and, 
following several telephone conversations, was completed and furnished on Sep- 
tember 20), 1954. 

Meanwhile, our general counsel, Messrs. Friedman, Zoline & Rosenfield of Chi- 
cago, Ill., were asked to advise Hilton as to whether any antitrust problems 
would arise. Also, Messrs. Paul, Weiss, Rifkind, Wharton & Garrison of New 
York City, were retained and requested to investigate independently into all of 
the circumstances and to render an opinion as to whether any of the transactions 
or proposed transactions would violate the Federal antitrust laws. An opinion 
was rendered by that firm on September 15, 1954, concluding that the transac- 
tions were not subject to attack on the antitrust laws. Messrs. Friedman, Zoline 
& Rosenfield, of Chicago, rendered an opinion on October 28, 1954, to the same 
effect. Messrs. Ropes, Gray, Best, Coolidge & Rugg of Boston, counsel for the 
First National Bank of Boston, which, as indicated, loaned $20 million to Hilton 
in connection with the transactions, rendered an opinion to that bank based upon 
the opinion of Messrs. Paul, Weiss, Rifkind, Wharton & Garrison, and also based 
upon an independent investigation, to the effect that the possibility of a suit 
being successfully brought under the antitrust laws so as to affect that bank 
materially and adversely was remote. It is believed that the Equitable Life 
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Assurance Society of the United States was similarly advised by its special coun- 
sel, Messrs. Milbank, Tweed, Hope & Hadley of New York City, in connection with 
its $49,500,000 mortgage loan upon the properties. I also believe that Messrs. 
Chadburn, Hand, Jaeckel & Brown of New York City, counsel for Carl M. Loeb, 
Rhodes & Co., underwriters of the offering of approximately $11,500,000 in new 
stock of Statler, rendered a similar opinion. 

As indicated, during a period of approximately 2 months after its original 
inquiry, nothing was heard on the subject from the Department of Justice. After 
the closing of the transaction, on October 31, 1954, however, on November 12, 
1954, the Department of Justice again wrote to the effect that upon study of the 
material previously furnished in September, further information would be of 
interest. The major portion of the information requested went forward on De- 
cember 1, 1954, and the balance in January 1955. Further correspondence took 
place and the Department, on February 25, 1955, requested copies of certain basic 
documents in connection with the October 31, 1954, transactions. Without fur- 
ther correspondence, discussion or notice, either written or by telephone, a civil 
suit under section 7 of the Clayton Act was filed in the United States District 
Court at Washington, D. C., against Hilton and Statler on April 27, 1955. A 
motion to transfer the case from Washington to Chicago was filed on July 11, 
1955. After extended affidavits, briefs and arguments, an order was entered in 
the court at Washington, D. C., transferring the proceedings to the United States 
District Court sitting at Chicago. 


THE OFFENSE CHARGED 


Six of the ten Statler hotels at the time of any dealings between Hilton and 
Statler were located in cities or areas in which there were no Hilton opera- 
tions of any kind—Boston, Hartford, Buffalo, Detroit, Cleveland and Dallas. 
Despite vague language in the complaint about the lessening of competition 
generally throughout the United States, even the Government appeared to 
recognize that no possible violations of the antitrust laws existed with respect 
to the operations of hotels in these cities. The complaint thus struck at and 
appeared to seek divestiture of the Statler units in the four cities of Los Angeles, 
Washington, New York and St. Louis. Even as to those cities, the proportion 
of hotel rooms owned or controlled by Hilton and Statler separately and the 
two combined is so small in relation to the total available rooms and facilities 
in each city that no problem really appeared to exist to the group of law firms 
which had investigated into the matter. The thrust of the Government’s com- 
plaint appeared to be leveled at one particular phase of the hotel business in 
these four cities—the servicing of conventions. While the convention segment 
of the hotel business may be one of the largest single segments, it is still but 
a small part of the overall business transacted. Thus, we appear to be dealing 
in this case with what was perhaps the narrowest market asserted or utilized 
by the Department of Justice in the history of the enforcement of the antitrust 
laws. 

THE QUESTION OF INTERSTATE COMMERCE 


The narrowness of this market raised an important preliminary question. 
The antitrust laws apply only to interstate commerce. The hotel industry in 
general contended for years—including in particular the American Hotel As- 
sociation under the leadership of its former general counsel, the Honorable 
Herbert Brownell—that the hotel business, involving basically housing and 
restaurant and bar service, is local in character and does not constitute inter- 
state commerce. The National Labor Relations Board has consistently taken 
this view and the hotel industry as a whole has been exempted from the Fair 
Labor Standards Act. I am informed that a few years ago the Supreme Court 
held in the Yellow Cab case that a taxicab company engaged in transporting 
interstate travelers from railroad stations to hotels was not to be considered 
in the stream of interstate commerce and that, therefore, it was not subject to 
the antitrust laws. The Court, I am informed, held that the interstate aspect 
of travel had ended when the travelers had reached the railroad depot at the 
city of destination. If travelers are out of interstate commerce upon arrival at 
the railroad depot in the city of their destination, as was found in the Yellow Cab 
case, then it seemed to us that they were likewise out of the stream of interstate 
commerce in their dealings with the hotels which housed them. And, as indi- 
cated, this was the definite policy of the NLRB and also the rule under the 
Fair Labor Standards Act. 
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SETTLEMENT NEGOTIATIONS AND CONSENT DECREE 


It soon became apparent to us that the antitrast litigation would, for an in- 
terminate period in the future, consume the attention and the energies of our 
executive personnel and would virtually disrupt our business operations. The 
burdensome and expensive character of antitrust proceedings, which take years 
to run their course, is recognized everywhere. The report of the Attorney Gen- 
eral’s National Committee to Study the Anti-Trust Laws, rendered March 31, 
1955, states: “As the Judicial Conference Report of 1951 put it, then existing 
conditions, ‘if permitted to continue * * * might threaten the judicial process 
itself in respect to complex controversies.” I have been informed, for instance, 
that the Imperial Chemical case consumed about 6 years in the trial court alone, 
The Government secured and examined over 20,000 documents in that case before 
filing its complaint. The actual trial took 3 months. The record and exhibits 
are voluminous. The United Shoe Machine case, I was informed, consumed over 
3 years in the trial court. The Government’s brief, summarizing what it in- 
tended to prove in that case, consisted of a shelf of books of almost 7,000 pages 
in 3 parts, including a 634-page summary of analysis of facts, an 87-page 
summary of the law, and excerpts from documentary evidence in 17 volumes 
with a total of 6,224 pages. The defendants submitted 15,000 objections which 
were passed on by the court. Similar examples could readily be cited. Rather 
than to risk the total absorption of our executive staff with court proceedings 
instead of business operations, we reached the decision to negotiate, if possible, 
a consent settlement with the Department. We entered into a settlement decree 
on February 6, 1956. That decree specifically disclaims any admission of any 
violation of the law by the defendants. It required the sale within a reason- 
able time by Hilton of the Jefferson Hotel in St. Louis, the Mayflower Hotel in 
Washington, D. C., and either the Hotel New Yorker or the Hotel Roosevelt in 
New York City. For a period of 5 years, the acquisition of certain specifically 
listed hotels in New York, Washington, D. C., St. Louis, and the Los Angeles- 
Beverly Hills area is prohibited, if any such acquisition would increase the num- 
ber of such listed hotels operated by Hilton in excess of 4 operated in New 
York and 1 in each of the other communities. No restrictions are placed on 
the construction of new hotels or the remodeling of existing hotels in any of the 
four cities or upon the acquisition of hotels in other cities of the United States 
or in foreign countries. 

An antitrust proceeding involves economic issues and such proceedings should 
be brought only when the economic issues involved are significant. These issues 
are never clearcut, never black nor ever white. The settlement of economic 
issues ought not to carry accidental and devastating tax consequences to the 
affected businesses. Such accidental and adverse byproducts in the form of tax 
consequences can only impede the settlement and consent decree process and 
prolong and embitter litigation and Government-business relations and, in the 
end, those byproducts forestall or at least interminably delay the resolution of 
the very economic issues which generated the controversy in the first place. 
The consumer and the public thus suffer. If economic issues affecting them are 
not significant, the proceedings shonld not be brought. If economic issues are 
significant to the public and the consumer, then they should be resolved quickly. 


Senator Frear. At the direction of the Chairman, I submit for the 
record a letter from Mr. Flovd L. Parks. executive director of the 
National Rifle Association of America, Washineton, TD. C., favoring 
enactment of amendment 9-19-58—-M, proposed by Senator Everett 
McK inlev Dirksen to H. R. 8381. 

(The letter and copy of the amendment referred to follow :) 


NATIONAT, RrrrE ASSOCTATION oF AMERICA, 
Washington, D. C., February 27, 1958. 
Hon. Harry F. Byron, 
Senate Office Building, 
Washington, D. C. 

DeaR SENATOR Byrrvd: Senator Dirkson of Tllinois has asked your committee to 
consider the amendment of H. R. 8381 to include the provision of Mr. Dirksen’s 
bill, S. 1947, which was introduced in May 1957. I am writing on behalf of the 
National Rifle Association of America to endorse Senator Dirksen’s request and 
to urge you to give it favorable consideration. 


The 
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The National Firearms Act, popularly referred to as the “machine gun act,” 
was enacted by the 73d Congress in 1934 to provide a making and transfer tax 
of $200 on machine guns and certain specified weapons which were national 
crime problems in the prohibition era. The weapons which are subject to control 
under this law are defined in section 5848, paragraph 1 of the act. Any weapon 
defined as a “firearm” in this section is required to be registered with the Depart- 
ment of the Treasury.and becomes subject to the punitive tax provision of the act. 

Two provisions in the definition of the term “firearm” have resulted in certain 
hardships on law-abiding gun owners and particularly on gun collectors without 
adding materially to the effectiveness of the act. It is the purpose of 8. 1947 to 
amend the act in such a way as to remove the burden to which collectors and 
other gun owners are now exposed without weakening the act as a crime-preven- 
tion force. 

Section 5848, paragraph 1, provides in part that a shotgun or a rifle having a 
barrel of less than 18 inches in length is a “firearm” except in the case of rifles 
of .22 caliber where the specified length is 16 inches. These are largely arbitrary 
measurements having the purpose of placing under strict Federal control the 
sawed-off shotguns and sawed-off rifles which at one time were popular gangster 
weapons. The difficulty arises from the fact that a number of popular sporting 
rifles have barrel lengths just slightly under 18 inches; hence, they must be 
classed as a “firearm” subject to the taxation provisions of this law. If the speci- 
fied barrel length for shotguns and rifles is changed from 18 inches to 16 inches 
as it now is for .22 caliber rifles, no sporting-type firearms will be involved and 
the effectiveness of the act will not be lessened since a rifle or shotgun with a 
barrel 16 inches in length is hardly a concealable weapon in the sense that a 
sawed-off rifle or shotgun is concealable. 

The other area of difficulty, from the standpoint of collectors and gun owners, 
arises from the provision which defines as a “firearm,” in addition to a machine 
gun or sawed-off rifle or shotgun, “any other weapon, except a pistol or revolver, 
from which a shot is discharged by an explosive if such weapon is capable of 
being concealed on the person.” It is clear from this language that Congress did 
not intend the taxing provision of this law to apply to pistols or revolvers. The 
law, however, does not define the term “pistol” or “revolver” and it, therefore, 
becomes a matter of administrative interpretation as to what is a pistol, excepted 
under the act, and what is “any other weapon,” controlled under the act. 

Highly valued items to gun collectors are the guns which mark stages in the 
development of firearms from their earliest beginning. In the process of experi- 
mentation, trial, and error which has led to the modern pistol and revolver, 
many strange firearms have had their brief moments on the scene; some are 
clearly recognizable as a step in the development of a modern pistol; others are 
not. Through recent and wholly arbitrary rulings by the Alcohol and Tobacco 
Tax Division of Internal Revenue Service, many now fall in the “any other 
weapon” category under the National Firearms Act and are, therefore, subject to 
its prohibitive controls. 

Since pistols and revolvers make up the vast majority of weapons capable of 
being concealed on the person and, since for good and sufficient reasons the 
Congress felt that pistols and revolvers should not be included in the Machine 
Gun Act, we believe it would be desirable that the law not apply to the very 
small minority of concealable weapons which may be interpreted to be neither 
a pistol nor a revolver. We do not believe that the devices, concealable as they 
may be, which now fall in the “any other weapon” category are, or ever have 
been, a national crime problem. I believe that any reference to “any other weap- 
on” should be deleted from this act and that the result will be that the interpreta- 
tion and enforcement of the law will be facilitated and its effectiveness as an 
anticrime measure will not be impaired. 

Sincerely, 
Froyp L. PARKS, 
Lieutenant General, United States Army (Retired), 
Executive Director. 
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[H. R. 8381, 85th Cong., 2d sess.] 


AMENDMENT Intended to be proposed by Mr. Dirksen to the bill (H. R. 8881) 
to amend the Internal Revenue Code of 1954 to correct unintended benefits 
and hardships and to make technical amendments, and for other purposes, 
viz: On page 69, after line 9, insert the following: 


Sec. 60. Firearms. 


(a) OccupaTionaL Tax.—The proviso at the end of section 5801 (a) (relating 
to the tax on manufacturers, importers, and dealers in firearms) is amended 
by striking out: “guns designed to be held in one hand when fired and having 
a barrel 12 inches or more but less than 18 inches in length, from which only a 
single discharge can be made without manual reloading, or guns of both types,”. 

(b) Transrer Tax.—The proviso in the first sentence of section 5811 (relat- 
ing to the tax on the transfer of firearms) is amended by striking out: “or any 
gun designed to be held in one hand when fired and having a barrel 12 inches 
but less than 18 inches in length from which only a single discharge can be made 
without manual reloading,’’. 

(c) Derinirion.—(1) Paragraph (1) of section 5848 (defining the term 
“firearm’’) is amended to read as follows: 

“(1) FirearM.—The term ‘firearm’ means a shotgun or rifle having a 
barrel of less than 16 inches in length, or a rifle or shotgun made or altered 
to have an overall length of less than 26 inches, or a machinegun, and 
includes a muffler or silencer for any firearm whether or not such firearm 
is included within the foregoing definition.” 

(2) Section 5848 (relating to definitions) is amended by striking out 
paragraph (5). 

(d) Errecrive Datr.—The amendments made by this section shall take effect 
on the first day of the first month which begins more than 10 days after the 
date of the enactment of this Act and shall apply for all periods on or after such 
first day. 

Renumber succeeding sections. 


(By direction of the Chairman, the following is made a part of the 
record :) 


FEBRUARY 28, 1958. 
Hon. Harry F. Byrp, 
Chairman, Committee on Finance, 
Senate of the United States, Wushington, D. C. 

My Dear Mr. CHAIRMAN: Your attention is respectfully requested to subsec- 
tion 41 (b) of H. R. 8381, now under consideration by your committee. Section 
41 is entitled, “Postponement of gain from sale or exchange to effectuate Federal 
Communications Commission policies.” 

Subsection (b) makes retroactive a substantive change in the law proposed 
in subsection (a) of section 41. It has long been the practice of the Committee 
on Finance to look with disfavor on all retroactive amendments to the tax 
law, except in cases where tax relief was plainly equitable and just. Rare, 
indeed, have been instances where taxpayers, relying on existing law, have 
been penalized by retroactive amendments. 

It is true that it is proposed to make section 41 retroactive only to October 
15, 1956, or a period of about 17 months, but this only makes the matter worse 
for it will affect very few taxpayers, while other taxpayers making sales or 
exchanges to effectuate FCC policies for the 13 years prior to October 15, 1956, 
have been granted a postponement of the recognition of gain from such sales 
or exchanges. It is obvious that no substantial revenue will be derived from 
this retroactive amendment. 

It is clear the date of October 15, 1956 was selected in order to validate a 
ruling of FCC published on September 27, 1956, and made effective 18 days 
later on October 15. 

A word as to this ruling—the Administrative Procedure Act requires that the 
Commission give prior notice of proposed rulemaking, with opportunity for 
interested parties to be heard. The act also requires that rules cannot become 
effective on less than 30 days’ notice, and the Commission’s order state the 
authority under which the rule is proposed. The September 27, 1956 notice 
of the FCC complied with none of these requirements and was therefore invalid 
on procedural grounds alone. It was also invalid on substantive grounds, for 
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it represented an attempt to change the law itself, a power which rests only 
with Congress. 

It is, therefore, urged that the last sentence of subsection 41 (b) be stricken 
from the pending bill H. R. 8381. 

It may well be that your committee will deem it wise to strike all of section 41 
from the bill. Section 41 amends section 1071 (a) of the Internal Revenue 
Code of 1954. This section and an identical section in prior law has been a 
factor in expanding the radio and television broadcasting industry. The amend- 
ment proposed will prevent many transactions so there will be no tax. More- 
over, if expansion is curbed, there will be less income to tax at the present 
52 percent rate. 

Taxpayers do not buy, sell, or exchange radio and television broadcasting 
stations except for one purpose and that purpose is to make more annual 
profit. Since the Government gets 52 percent of this profit, what is good for 
the taxpayer is good for the Government. In my opinion, section 41 will in 
the long run decrease, instead of increase, the revenue. 


Respectfully submitted. 


Lovett H. PARKER. 





PENTLAND, Purvis, KeLier & Co., 
CERTIFIED PUBLIC ACCOUNTANTS, 
Miami, Fla., February 15, 1958. 
SENATOR GEORGE SMATHERS, 
United States Senate, Washington, D. C. 

Dear GEORGE: I am burned up over the provisions of section 24 of H. R. 8381, 
and hope you will lend a sympathetic ear to my grievance. 

When the 1954 code was being drafted, one of the problems that affected many 
small and moderately sized taxpayers in the United States was that of technically 
being on the wrong accounting method for the purpose of computing their 
income taxes. A typical example of these taxpayers is a dairyman who started 
his operations on a cash basis and disposed of his milk wholesale. As his 
business developed and he established delivery routes and a processing plant, 
he became a distributor and thereby was no longer correct in following his 
cash receipts and disbursements method of keeping books and filing income-tax 
returns. 

The Commissioner had been very aggressive in picking up taxpayers who were 
technically using the wrong method of accounting and dealing harshly with 
them. The taxpayers sought relief in the courts and found some protection from 
the Commissioner in cases such as the Dwyer and Hughes decisions. The 
situation was one of open conflict, so it was dealt with in the drafting of the 
1954 code and I refer to section 481 thereof. 

The history of 481 you will find was that your Senate Finance Committee re- 
jected the draft submitted by the Ways and Means Committee of the House, 
and wrote in the specific provisions which appeared satisfactory to all concerned. 

Since the enactment of the 1954 code, the Commissioner has defied the pro- 
visions of section 481 by refusing to grant any permission to taxpayers to 
change their method of accounting where it involved pre-1954 adjustments and 
by refusing to draft regulations for the administration of the section. 

We now find that the Commissioner has prevailed in having section 24 written 
into H. R. 8381, and the effect of this section will be worse on the taxpayers than 
if section 481 was never written. 

The minutes of the Senate Finance Committee will show that section 481 
was drafted in its present form to give taxpayers the tax advantage that the 
courts had previously given and the Commissioner had denied them under the 
1939 code for a limited period. The conclusions of your committee seemed to have 
fully recognized the necessity of a transition period within which time this 
mass of taxpayers throughout the country could, by their own initiative, cor- 
rect their method of accounting without the confiscatory tax payment that the 
Commissioner had been requiring. In order to create this transition period, 
paragraph (a) (2) limited the adjustments to be made to those for 1954 and 
subsequent years. Now the provision in section 24 of H. R. 8381 adds to the 
paragraph just referred to the following words: “Unless the adjustment is 
attributable to a change in the method of accounting initiated by the taxpayer.” 
This seems perfectly clear that any act of the taxpayer to change to the correct 
method of accounting will result in the punitive adjustments which the Com- 
missioner has in prior years forced upon them. 
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Colin Stam’s office attempted to justify the action of the Commissioner in 
his refusal to recognize section 481 by saying that it was an inadvertent drafting 
error. He has also said that not many taxpayers were involved. I completely 
disagree with these statements. The minutes of your committee will show that 
no error was made in drafting, and the number of applications for permission 
to change accounting methods that are now held up by the Commissioner will 
show that this affects many taxpayers. Also, representatives of the Commis- 
sioner proclaim loudly that the law as written would create a windfall in taxes 
which was never intended. I disagree with this statement. It is the same type 
of adjustment that was recognized in 1942-43 when individual taxpayers changed 
to the pay-as-you-go method and were forgiven 75 percent of the taxes for either 
1942 or 1943, whichever was the lesser. This did not result in a loss of revenue 
in taxes, and we are here dealing with a change in method of paying taxes 
without an interruption of payment. The term “windfall” certainly does not 
apply. 

I realize that H. R. 8381 should be enacted by March 15. This leaves practically 
no time for a revision or study of section 24, so I hope it will be completely pulled 
out of the bill. There were numerous subjects originally included in the draft 
of 8381 before it was submitted that were eliminated on the grounds that they 
were controversial. I think this section 24, which emasculates the taxpayers’ 
equitable transition benefits in section 481, should be eliminated on the ground 
that it is controversial, if for no other reason. 

I hope you are in sympathy with my position as expressed and can have this 
section 24 eliminated before it is acted upon by your committee. 

Sincerely yours, 
Hueu F. Purvis. 


MACHINERY AND ALLIED Propucts INSTITUTE, 
Washington, D. C., March 5, 1958. 
Hon. Harry F. Byrp, 
Chairman, Senate Finance Committee, 
Washington, D.C. 


Dear SENATOR Byrp: We respectfully request that the Senate Finance Com- 
mittee give consideration to the views set forth in the following statement in 
conjunction with the public hearings which have just been concluded on H. R. 
8381 and that the statement be included as part of the record. We understand 
that the hearings were limited solely to the provisions already incorporated in 
the present bill and we have therefore not set forth our views concerning such 
items as reserves for estimated expenses and other equally important matters 
which we hope the committee will see fit to consider on another occasion. 

Our recommendations are directed to two items—one section which we feel 
should be stricken from the bill and another which we believe should be retained 
despite certain objections by the Treasury Department. 


SECTION 14. IMPROVEMENTS ON LEASEHOLD PROPERTY 


The present IRS regulations require the cost of leasehold improvements to be 
amortized over the remaining term of the lease unless the useful service life of 
the improvement is shorter than the remaining term of the lease, in which case 
the lessee may depreciate the improvement over its useful service life in the 
same manner as any other capital asset under section 167. However, where the 
lease grants to the lessee a right of renewal or extension the current IRS regula- 
tions (sec. 1.162-11), which are still in proposed form, provide that whether the 
renewal period should be taken into account in determining the length of the 
remaining term depends upon the facts in the particular case. The regulations 
go on to state that unless the lease has been renewed, or such facts show with 
reasonable certainty that it will be renewed, the cost of the improvement is 
permitted to be recovered over the unexpired term of the lease without taking 
into account the rights of renewal. 

Section 14 of H. R. 8381 would reverse this presumption by requiring the lessee 
to include within the term of the lease any period for which the lease may be 
renewed, extended, or continued pursuant to an option exercisable by the lessee 
“unless the lessee establishes that it is more probable that the lease will not be 
renewed.” 

This shift in the presumption apparently was occasioned by the concern within 
the Treasury that taxpayers in the recent past generally have ignored renewal 
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options in writing off the cost of improvements. If such a situation has arisen 
it is due primarily to the regulations quoted above and Treasury Decision 4957 
on which they are based rather than on the extensive case law which has devel- 
oped over the years. If the Treasury has found it difficult to sustain the burden 
of proof under its present administrative rules, it will be similarly very difficult 
for the taxpayer under the proposed change in the code to prove that the option 
will not be exercised at the end of the term. 

The institute recommends that section 14 be stricken from the bill as an un- 
necessarily restrictive resort to legislation in what we believe is primarily an 
administrative matter. It would appear that the Treasury’s objective could 
more satisfactorily be achieved by amending the current regulations to indicate 
that there is to be no presumption either that the lease will or will not be extended, 
thus leaving the matter to be decided according to the particular circumstances 
of each case. These include the relationship of the unexpired term of the lease 
to the cost of the improvement, the availability of an option clause, the presence 
of any renegotiation provisions or rental adjustments for the renewal period, the 
nature of the lessee’s business, ete. In the last analysis this is primarily a factual 
question which should be decided in the same manner as any other issue of fact 
arising under the Internal Revenue Code. In this case there is ample case law 
to guide both the taxpayer and the Commissioner. 

It will be recalled that under present regulations the lessee already operates 
under a disadvantage in that if the unexpired term of the lease is less than the 
estimated useful life of the leasehold improvement the cost must be amortized 
rather than depreciated according to the provisions of section 167. Prior to the 
1954 code this distinction was not of particular significance, since for all prac- 
tical purposes the taxpayer was limited to straight-line depreciation accounting 
anyway. However, with the adoption of the more realistic sum-of-the-years’ 
digits and double-declining-balance methods the lessee is placed at a serious disad- 
vantage by this administrative limitation. Section 14 would presumably retain 
this disparity while unnecessarily restricting the lessee still further. 

Finally, we believe that, regardless of the merits of this provision, its retro- 
active application to December 31, 1956, is wholly unjustified. While it is true 
that this bill has been made available to the public for some time, because of the 
fact that it consists primarily of technical amendments with which the average 
business taxpayer is not concerned it is quite likely that in many circumstances 
this provision would not become known until its adoption as law. 


SECTION 37. CARRYBACK AND CARRYOVER OF FOREIGN TAX CREDIT 


In order to avoid double taxation on income earned abroad, the Internal 
Revenue Code has long provided that foreign taxes paid or accrued are allow- 
able as a credit against Federal income tax. This is subject, however, to the 
so-called per country limitation. This limitation restricts the foreign tax which 
ean be claimed as a credit to an amount which is the same proportion of the 
taxpayer’s total United States tax liability before credit as the taxable income 
from the foreign country bears to the total taxable income of the taxpayer for 
the same taxable year. 

Unfortunately, this limitation has the effect of permitting double taxation 
in those situations where the methods of reporting income are different in the 
United States and the foreign country. Such differences in reporting frequently 
cause the same income to be reported in 1 year in the United States and in 
another year in the foreign country. To correct this situation section 37 of 
H. R. 8381 would permit foreign taxes which cannot be claimed currently as 
a tax credit by reason of the above-mentioned limitation to be carried back 
to the 2 prior years or forward to the 5 succeeding years and used in those 
years to the extent of any excess of the limitation over foreign taxes paid in 
those years. 

There is no need for us to remind the committee of the many reason which 
prompted the inclusion of this amendment in H. R. 8381. These are spelled 
out at some length in the reports which were issued in conjunction with the 
original identical bills from which this amendment was adopted. We would 
simply add that our experience would support the reasoning and conclusions 
stated therein. 

We would, however, like to comment briefly on the testimony submitted on 
behalf of the Treasury in opposition to this amendment. These views, pre- 
sented by Mr. Dan Throop Smith, resolve themselves into two principal points— 
41) that the amendment is not directed at an “unintended hardship,” and 
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(2) that this amendment would provide an averaging device not available to 
domestic income. 

Regarding the first point, we respectfully suggest that the amendment will 
eorrect a hardship, which we believe would have been termed as “unintended” 
if it had been considered at the time of the original adoption of the per country 
limitation because of its rather technical nature. The fact that this hardship 
has existed for some time under the prior code and did not result from the 
changes brought about by the 1954 code is no disability. Mr. Smith himself 
indicated that most of the unintended benefits for which corrections have been 
recommended by the Treasury Department arose under provisions of the 1939 
code and were merely perpetuated by the 1954 code. 

The second objection deserves more attention. It is contended that inasmuch 
as this amendment offers an income-averaging device not applicable to domestic 
income it is in effect discriminatory and serves to postpone the time when 
across-the-board tax relief will become available. First of all, there is no 
evidence that this change would result in any substantial revenue loss, and 
no policy ends are to be served by postponing corrective amendments aimed 
at removing special hardships created by the peculiar interaction by our com- 
plex tax system until such time as the Congress believes that our national 
budget will permit much-needed general tax rate reductions. Moreover, since 
this amendment is designed to correct a situation which is peculiar to foreign 
operations, the analogy to the averaging of domestic income for general income- 
tax purposes is not an accurate one. 

Representing, as we do, the capital-goods manufacturers of this country, 
we have had special interest in recent years in the problems of United States 
manufacturers investing and operating abroad. We have devoted considerable 
attention to the means by which our tax structure might be improved to encourage 
sound foreign investment, and our recommendations in this regard were recently 
presented to the Ways and Means Committee during their recent public hear- 
ings on general tax policy. While we believe that basic reform in tihs area 
is desirable, the Congress should make every effort to insure that the present 
provisions are made as workable and as fair as possible. We believe that 
this amendment, while admittedly of limited impact, is an important step in 
this direction. 

Respectfully, 
CHARLES W. STEWART, President. 


AMERICAN & FOREIGN PowER Co., INC., 
New York, N. Y., February 27, 1958. 
Hon. Harry F. Byrp, 
Chairman, Committee on Finance, 
United States Senate, Washington, D.C. 


Deak Mr. CuarirMan: Your committee is now considering in public hearings 
H. R. 8381, the Technical Amendments Act of 1957. I am writing you with 
particular regard to section 37 of that bill dealing with foreign tax credits and 
wish to request consideration and treatment of the foreign tax credit problem on 
a broader basis. 

Section 37 adds a new subsection to section 904 of the Internal Revenue Code 
and permits foreign taxes which cannot be claimed currently as a tax credit by 
reason of the country-by-country limitation to be carried back to the 2 prior years 
or forward to the 5 succeeding years and to be used in those years to the extent 
of any excess of the limitation over foreign taxes paid in those years. Since this 
measure would reduce the incidence of double taxation for some taxpayers, it 
would seem to be meritorious legislation. 

In its present form, however, it does not meet the problem faced by other tax- 
payers with excess foreign taxes in some countries year after year because of 
the country-by-country limitation. In all fairness, such taxpayers should be 
allowed to treat the income taxes paid by them to all foreign countries collec- 
tively each year. 

Section 37 would be beneficial to taxpayers who have taxable income from 
foreign sources which fluctuates radically between one year and another. It 
does not benefit taxpayers with fairly constant foreign income year after year 
who operate on a permanent basis in high and low tax countries. 

Under present law the tax exacted from many United States foreign investors 
is considerably higher than the 52 percent United States rate. This penalizes 
them unfairly and seriously deters foreign investment. 





Let n 
tries. ' 
face of 
diversif 
us to tre 

For b 
as a un 
of our 
Export- 

Requ 
tax pur 
if we op 

We ¢ 
taxatio 
ment al 
was wh 
with U 
admini: 

Our | 
5 to 10 
countri 
equipm 
to you, 
serious 
by us it 
you col 

Wer 
by-cour 
foreign 
tively e 

The 
H. R. 7 
is read 
Act. i 
section 
would ; 

Alth 
not be! 
would 
tax co 
conclu 
actual 

On t 
sify th 
to con 
conson 
promo 
of this 

The 
organi 
izatior 
Trade 
of the 

Sect 
Unitec 
to the 
foreig) 
on don 

I ar 
resulti 
Unitec 

We 
currer 





TECHNICAL AMENDMENTS ACT OF 1958 313 


Let me explain how this penalty hurts our company. We operate in 11 coun- 
tries. This diversification is economically necessary to balance our risk in the 
face of fluctuating exchange and economic conditions abroad. Yet this very 
diversification is a handicap to us under the present tax law which doesn’t allow 
us to treat our foreign tax credits as a whole. 

For business purposes we must treat all of our operations in various countries 
as a unit. For example, in financing our companies, we must pledge the credit 
of our entire operation. This protects United States lenders, including the 
Export-Import Bank. 

Requiring us to segregate our income-tax credits by countries for United States 
tax purposes is unnatural and unrealistic and causes us to pay a higher tax than 
if we operated wholly within the United States. 

We cannot reconcile this situation with any concept of fair and equitable 
taxation. We believe the country-by-country limitation hurts foreign invest- 
ment and trade. This is much more true today with the high tax rates than it 
was when this limitation was first inserted into the law. We believe it conflicts 
with United States foreign trade policy as laid down by this and previous 
administrations. 

Our company alone should spend upward of $500 million abroad in the next 
5 to 10 years if we are to keep up with the needs for electric power in the 
countries where we operate. Most of this would be spent on United States made 
equipment, much of it in the capital goods area now in the doldrums. I can say 
to you, Senator, that the country-by-country limitation in the present law is a 
serious deterrent in financing this program that should rightly be undertaken 
by us if we are to meet our obligations. For United States investors as a whole, 
you could multiply that figure many times. 

We respectfully ask your committee to amend section 37 to modify the country- 
by-country limitation so that United States taxpayers with income from several 
foreign countries may treat their foreign income and foreign tax credits collec- 
tively each year. 

The substance of this proposal is contained in identical bills, H. R. 6248 and 
H. R. 7247 introduced in the House during the first session of this Congress, and 
is readily susceptible to inclusion in section 37 of the Technical Amendments 
Act. This modification will in no way hurt the companies who will benefit from 
section 37 as it now stands. Rather, it would help them, and I believe they 
would give it their wholehearted support. 

Although we derive our income from both high and low tax countries, we do 
not believe the modification of the country-by-country limitation, as proposed, 
would work a competitive disadvantage on companies that operate only in low 
tax countries. We have given serious consideration to this theory and have 
concluded it is not founded on fact since we have been unable to find a single 
actual case where it would occur. 

On the contrary, the change we request would encourage companies to diver- 
sify their operations into several foreign countries. They would then be able 
to consider their foreign income from all sources collectively which would be 
consonant with the realities of doing business. This certainly would tend to 
promote foreign trade and investment and thus advance the foreign policy goals 
of this country. 

The provision we propose has been endorsed by numerous companies and 
organizations concerned with United States foreign investment. Among organ- 
izations which have recently endorsed the proposal are the National Foreign 
Trade Council, Manufacturing Chemists’ Association, and United States Council 
of the International Chamber of Commerce. 

Section 37, amended as we suggest, would still provide ample safeguards. 
United States taxpayers would still be required to pay an income tax equivalent 
to the 52 percent United States tax rate, or higher, on all income from their 
foreign investments and could not offset foreign taxes against United States taxes 
on domestic source income. 

I am certain that any revenue loss would be made up many times over by 
resulting employment and income in this country and from possible savings in 
United States foreign aid. 

We respectfully request that this letter be included in the record of your 
current hearings. 

Very truly yours, 


HENRY B. SARGENT. 
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FEBRUARY 10, 1958. 
Grsert C. St. Crate, Esq., 
St. Clair & St. Clair, Idaho Falls, Idaho. 

Dear SKINNY: There is presently pending before the Senate Finance Com- 
mittee, H. R. 8381, the proposed Technical Amendments Act of 1957. Section 2 
of this bill would amend section 37 of the 1954 Internal Revenue Code to eliminate 
for the consideration of retirement income credits the provisions of community- 
property laws. 

I believe that this section is possibly objectionable as curtailing the purchasing 
power of retirees in Idaho. I would appreciate receiving from you as promptly 
as possible a letter or statement from the bar association concerning this matter, 
so that I muy present it to the Finance Committee. 

I am mindful of the status of our community-property system in Idaho, and 
the fact that Idaho may have more cause to complain about this particular 
section than some of the other community-property States. 

Sincerely, 
FRANK Cuurcu, United States Senator. 


Boarp oF COMMISSIONERS 
OF THE IDAHO STATE Bar, 
February 24, 1958. 
Senator Franx CuurcH, 
United States Senate, Committee on Interior and Insular Affairs, 
Washington, D.C. 

Dear SENATOR: I have circulated your letter with reference to the act, to the 
other commissioners and Paul B. Ennis, the secretary of the bar commission. 

It is the consensus of the bar commission that the amendment would certainly 
be objectionable as curtailing income of certain retirees in Idaho, and although 
we cannot as a commission voice the opinion of the entire integrated bar of 
Idaho, we feel that every lawyer in Idaho would take exception to the amend- 
ment and would object to its passage. 

Please feel free to present the commissions’ objections to the Finance Com- 
mnittee. 

I am leaving for San Francisco early in the morning and therefore will not be 
able to read this letter, and have authorized my secretary to sign it for me. The 
replies from the other commissioners were just received this date. 

With best regards, I am 

Sincerely yours, 
Gisert C. St. CLatr. 


STATEMENT SUBMITTED By T. G. REDMAN, COMPTROLLER, Swirt & Co., CHICAGO, 
ILL., IN Support oF SEcTION 37 oF H. R. 8381, CARRYOVER AND CARRYBACK OF 
FOREIGN TAx CREDIT 


We respectfully urge the retention in the technical amendments bill of 1958 
(H. R. 8381), now being considered by the Senate Finance Committee, of section 
37 relating to the carryover and carryback of foreign tax credits. 

We are aware of the comprehensive memorandum submitted by the National 
Foreign Trade Council in support of this section, and will not attempt to duplicate 
in this letter their excellent coverage of the broad subject. We merely wish to 
bring to the committee’s attention one instance in our own experience where 
the carryover and carryback of the foreign credit is necessary to achieve fairness 
and equity in tax administration and to carry out an expressed intent of 
Congress. 

In this connection, it is significant that the relief afforded by section 37 is 
not necessarily correlative with the size of a taxpayer or the amount of foreign 
tax it incurs. Section 37 generally comes into play only where some unusual 
circumstance causes foreign taxes to accrue in different years from the United 
States taxes to which they relate. 

Our company has a wholly owned subsidiary, a Western Hemisphere trade 
corporation, which conducts its business in one of the Latin American countries. 
This corporation, of course, is subject to the income tax of the foreign country in 
which it operates, as well as to United States income tax on earnings from 
the foreign operation. The top applicable income-tax rate of the foreign country 
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has always been substantially lower than the Western Hemisphere trade corpora- 
tion rate for the same year, so that it would appear in theory and in equity 
that the income tax paid to the foreign country should be entirely recoverable 
as a foreign tax credit against the United States income tax. 

It is necessary that this be true if the corporation is to obtain the full benefit 
of the rate advantage accorded to it by Congress in 1942 when it enacted 
section 109 establishing Western Hemisphere trade corporations as a separate 
class of taxpayers. As the pertinent committee report states (Senate Finance 
Committee Report on the Revenue Bill of 1942, p. 32) : 

“American corporations trading in foreign countries within the Western 
Hemisphere are placed at a considerable competitive disadvantage with foreign 
corporations under the tax rates provided by the bill. To alleviate this competi- 
tive inequality the committee bill relieves such corporations from surtax 
liability.” 

It may be of some interest to note that it was the Senate Finance Committee 
which placed this relief provision in the law originally. 

Unfortunately, the United States taxable income, by years, of our Western 
Hemisphere trade corporation diverges widely from its taxable income as com- 
puted by the foreign country. A number of factors are responsible for this: 

1. The United States taxable year is the calendar year, but the taxable year in 
the foreign country is a fiscal year ending in October. 

2. For United States tax purposes the company values its inventory on the 
LIFO method, but LIFO is the only allowable method in the foreign country. 

3. Depreciation is required to be computed at different rates by the foreign 
country than are allowable for United States tax purposes. 

As a result of these and other smaller differences, in some years this corpora- 
tion will actually incur more foreign tax than United States, and in other years 
materially less, although over any 5-year span, as would be expected, the total 
United States tax before foreign tax credit exceeds the total foreign tax accrued 
by about the percentage which the difference in the two countries’ rates would 
indicate. 

Since its organization 13 years ago, our subsidiary has incurred foreign in- 
come taxes, not recoverable against United States tax for the same year, aggre- 
gating some $280,000, solely because due to circumstances beyond our control 
the 2 countries’ taxes failed to mesh in the way that Congress must have ex- 
pected they would when it adopted the preferential Western Hemisphere trade 
rate. 

The result of this, under present law, is that instead of deriving the full benefit 
of the 38 percent Western Hemisphere trade corporation rate and thereby being 
able to compete effectively in the foreign country with local firms and branches of 
European businesses, our company must bear a total income tax burden ( United 
States and foreign) averaging as high as 47 percent of the taxable income from 
this enterprise. 

We believe testimony has been given, and not contradicted, to the effect that the 
revenue loss resulting from adoption of section 37 would be relatively small. 
In the interest of carrying out the original intent of Congress to help make 
United States enterprise competitive in Western Hemisphere markets outside our 
own country, we strongly recommend that your committee keep section 37 in its 
present form in the bill now before it. 


GUNTHER SHEET METAL Co., 
America Fork, Utah, February 25, 1958. 
Senator Harry F. Byrp, 

United States Senate, Washington, D. C. 


DEAR SENATOR BYRD AND MEMBERS OF THE SENATE FINANCE COMMITTEE: AS a 
plain citizen, without the means to make a personal appearance at your hearings 
on the House bill on technical revision of the tax laws, I would like to direct this 
communication to you, with the hope you will read it before your committee. It 
has to do with an amendment concerning section 481 of the 1954 code, which ap- 
pears to have been written by the Internal Revenue Service itself, and is entirely 
contradictory to the apparent intent of your committee and the Congress, in the 
1954 code. 

It appears to me from a study of section 481, of the 1954 code, and particularly 
your committee’s report thereon, that it was your intent, in the wording of that 
section, to recognize the injustice of requiring income represented by inventory or 
receivables that were earned in previous years, to be “bunched” for tax purposes, 
22196—58—_—21 
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as a result of a change in accounting from a cash to an accrual basis, whether 
done “voluntarily or involuntarily.” You provided, in section 481, for a formula 
to be used in such adjusting for the years succeeding 1954, but clearly stated that 
the years prior to 1954 were not to enter into the accounting. 

I would like to relate my personal experience in this matter, to demonstrate the 
unwillingness of the Revenue Service to abide by the law, and their apparent 
effort now to have you reverse the intent of the law. 

In 1934, I began a part-time association with my father, in a very small busi- 
ness operation. In 1942, my father died, and I took it over full time, and con- 
tinue to operate to the present. 

From the beginning, I have kept good books of account. I have reported in- 
come on an accrual basis with one exception. Instead of reporting “sales.” I 
have reported “receipts.” This has resulted in an accumulation over the years 
of an amount as “ accounts receivable” that has not been taxed. Twice prior to 
1954, I was reviewed by the Revenue Service, and no criticism of this reporting 
was made. 

In the spring of 1954, I was given another audit, and the agent discussed this 
matter with me, and told me my reporting should be on a strict accrual basis. 
I was agreeable to this. He made the necessary computations, and then recom- 
mended in his report, that my accounting be changed. 

At that time, as a result of certain court rulings, the Revenue Service was 
prevented from going beyond the 3 open years, in assessing these accounts 
receivable. 

A few days after making his report, this agent returned and informed me that 
his superiors had overruled him, and had decided to await the enactment of the 
new 1954 code, as they were expecting a section of the law more favorable to 
the department than the then Tax Court rulings. 

After the 1954 code was passed, I noted with interest section 481 and your 
committee’s report. I interpreted this to mean that I should change my re- 
porting, for tax purposes, to a strict accrual basis for the 1954 year. I noted 
also the wording of your report “voluntary or involuntary.” I attempted to get 
an interpretation of this section from the Internal Revenue Service, but they 
refused. I then wrote your council, Mr. Colin Stam, and he confirmed my 
interpretation. 

Thereupon, I reported my income for 1954 on a strict accrual basis, and elim- 
inated the accounts receivable that had accrued prior to 1954. I attached a 
notice to my return, calling attention to the Revenue Service, of my actions and 
referred to section 481 as authority. 

In 1955, the same agent reviewed me again, this time with reference to the 
1954 change. After making his report, he returned to say that the department 
had concluded that they could not challenge my action under the 1954 code. 

About 8 weeks ago, another agent called with a request that I sign a waiver 
to extend the statue on my 1954 return. In discussing the matter with him, I 
learn that they are relying on the wording in the House technical amendments 
bill, t' at makes a distinction between how adjustments like mine shall be made 
when required by the Commissioner, and when made voluntarily by the taxpayer. 
They are expecting the Senate to pass this bill so they can then assess this entire 
amount in the year of change. They are now threatening me to assess this entire 
amount, unless I sign this waiver. 

Now this seems very unjust to me. The Commissioner seems only willing to 
enforce the law when it is in the interest of the department, and to ignore it 
when in the interest of the taxpayer. I asked the agent what they would have 
done with me if I had not changed in 1954. He replied that they would have 
followed the wording of section 481, and changed me over in 1957, as provided 
therein. 

With reference to the House bill before you, how can you justify the ex post 
facto aspect of a revision that becomes retroactive to 1954? I am not schooled 
in the law, but I recall the provisions of the Constitution, which provide that 
Congress shall pass no ex post facto law. 

Here is a taxpayer who pays his taxes in 1954, according*to the law in 1954, 
only to be threatened now by an amendment made retroactive to 1954. This 
cannot be right. I know the Commissioner will argue that I have done this 
voluntarily and therefore must accept the consequences, but whether voluntary 
or involuntary, right is right. The Commissioner recognizes that what I have 
done needed doing, and had you worded section 481 in his favor, he would have 
required the change immediately. Is this to be only a one-way street? 
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I know you are extremely busy, and this is a case of seemingly small pro- 
portions in the affairs of state, but to me it can mean the wiping out of my com- 
plete working capital, with which I keep myself and 10 other employed. I hope 
you will please take enough time of the committee to read this letter. 
Thanking you for every consideration, I am, 
Sincerely yours, 
ORVILLE GUNTHER. 





LAW OFFICES, 
ALvorp & ALVORD, 
Washington, D. C., March 5, 1958 
Hon. HArry F. ByBp, 
Chairman, Senate Committee on Finance, 
Senate Office Building, Washington, D.C. 

My DeAr Senator Byrp: At present the provisions for crediting income taxes 
paid or accrued to foreign countries or United States possessions against tenta- 
tive United States income-tax liability are applied to each taxable year sepa- 
rately. The result is unnecessary, and unintended, hardship in many cases 
where year-to-year fluctuations in foreign income taxes paid or accrued to not 
coincide precisely with the fluctuations in United States income-tax liability. 

Commonly, this situation occurs where the timing of the reporting of taxable 
income to the foreign country differs from the timing of the reporting of this 
income to our own tax authorities. Whether the foreign taxes are paid or 
accrued in an earlier year or a later year than the year in which the tentative 
United States income-tax liability with respect to the same income is incurred, 
the effect is frequently to deny to the taxpayer—purely as an accidental result 
of this difference in timing—the benefit of the foreign tax credit. The same 
situation arises where, as a result of fortuitous circumstances, income is earned 
in a foreign country and foreign income tax is paid or accrued with respect to 
it in a year in which losses in other foreign countries or domestic losses result 
in a tentative United States income tax for the taxpayer’s whole income which 
is less than the foreign tax paid or accrued on the income from the particular 
country or countries. In both these cases, under present law, the foreign tax 
credit is lost forever. 

Section 37 of H. R. 8381, in the form in which it passed the House of 
Representatives, provides a 2-year carryback and a 5-year carryforward of un- 
used foreign tax credits arising under either of the foregoing sets of circum- 
stances. This is the same carryback and carryforward period provided for 
net operating losses in the present law, and the analogy of section 37 to the net 
operating loss provision is a striking one. Like the net operating loss provision, 
the carryback and carryforward of unused foreign tax credits will minimize dis- 
crimatory differences tax burdens arising from the fortuitous timing of events 
from year to year. 

The committee on taxation of the United States council of the International 
Chamber of Commerce has endorsed the unused foreign tax credit, carryover 
principle embodied in section 37 of H. R. 8381 and urges its enactment. 

Respectfully, 
































ELLSWortH C. ALVorD, 
Chairman, Committee on Taxation, International Chamber of Commerce. 


(Whereupon at 1:20 p. m., the committee recessed to reconvene 
at 10:15 a. m. the following day. 
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FRIDAY, FEBRUARY 28, 1958 


Unrrep Srates SENATE, 
CoMMITTEE ON FINANCE, 
Washington, D. C. 

The committee met, pursuant to recess, at 10:15 a. m., in room 312, 
Senate Office Building, Senator Harry F. Byrd (chairman) presiding. 

Present: Senators Byrd, Kerr, Frear, Long, Smathers, Douglas, 
Martin, Flanders, Williams, and Bennett. 

Also present: Senators Johnston, Thurmond, Talmadge, and 
Bricker. Also present : Elizabeth B. Springer, chief clerk. 

The CuarrMan. The meeting will come to order. 

We are honored today by the presence of three of our colleagues in 
the United States Senate. 

I will ask Senator Talmadge to make the introduction he desires. 


STATEMENT OF HON. HERMAN E. TALMADGE, UNITED STATES 
SENATOR FROM THE STATE OF GEORGIA 


Senator TatmMapce. Thank you, Mr. Chairman and members of the 
Senate Finance Committee. 

I appreciate this opportunity of appearing before you on a matter 
which I consider of grave concern not only to the peace officers of my 
State but also to those of the entire Nation. 

If it meets with the approval of the committee, since Senators John- 
ston and Thurmond are present, after I present the witness from 
Georgia, Mr. Edwards would like to defer his testimony until you can 
hear from the two Senators. 

Mr. Chairman, I appear in opposition to section 4 of H. R. 8381, 
which would make subsistence allowances received by peace officers 
subject to taxation as regular income. 

At the outset I wish to state that I am speaking to you not only for 
myself, but also for my distinguished colleague, Senator Richard B. 
Russell. Senator Russell asked that I express to the committee his 
deep regret at his inability to appear in persow, due to his own heavy 
load of committee work. 

Each of you, I am sure, has received, as I have, communications 
from the law-enforcement officers of your State, stressing the great 
financial burdens which such a provision of law would place upon 
peace officers at every level of government in the country. 

I have here a letter from Hon. Marvin Griffin, Governor of Georgia, 
stating that the enactment of section 4 would be a “blow to sound law 
enforcement” in Georgia. 

With the permission of the committee, I would like to offer this 
letter for inclusion at this point in the proceedings. 
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The Cuarrman. If there is no objection, the inclusion will be 
made. 
(The letter from Governor Griffin is as follows :) 


ATLANTA GA., January 3, 1958. 
Senator HERMAN EUGENE TALMADGE, 
Senate Office Building, Washington, D.C. 

Dear SENATOR TALMADGE: Section 120 of the United States Internal Revenue 
Code provides that any statutory subsistence allowance received by police, not 
to exceed $5 per day, need not be included as income when filing a return for 
income-tax purposes. The House Ways and Means Committee has reported to 
the House of Representatives H. R. 8381, which is now pending on the House 
Calendar. Section 4 of this lengthy bill proposes to repeal entirely section 120, 

To peace officers of this State, including State troopers, policemen, and other 
law-enforcement officers, perform hazardous work their entire lives and are 
entitled to all the benefits which our governments can furnish. It would be 
tragic indeed for Congress to repeal the provisions of the aforesaid section 120. 

Of course, Federal legislation is a matter which addresses itself to your sound 
discretion, but I feel that the passage of this legislation would be a blow to sound 
law enforcement in this State, and feel compelled to acquaint you with my 
views. 

With kindest personal regards and best wishes, I am, 

Sincerely yours, 
MARVIN GRIFFIN, 
Governor, State of Georgia. 


Senator TaLmapcér. It is not necessary for me to oe out to this 
committee that these valued public servants are already grossly under- 


paid. Their salary schedules can hardly be said to compensate them 
adequately for the risks they must take and the personal hardships 
they must endure as the result of the demands of their duties in pre- 
serving the public peace. 

In Geor gia a highway patrolman receives a subsistence allowance of 


$5 a day. “He is on duty or subject to call 24 hours a day, many times 
100 miles or more away from home. With that small allowance he 
must buy all of his meals, and if there is no patrol barracks in the 
area where he is ser ving, also his lodging. 

Such allowances should not be subject to taxation any more than 
the reimbursement received by a Member of Congress for his food 
and expenses while he is away from the Capitol conducting an inves- 
tigation, holding a hearing, or engaging in official Senate or com- 
mittee business. 

Mr. Chairman, to enact such a proposal as contained in section 4 
of H. R. 8381 would be to legislate against a group which Congress 
rather should be legislating for. 

I hope this committee will see fit to strike section 4 from this bill 
in its entirety, and I earnestly and respectfully urge that it do so. 
I fear that to fail to do so would result, in many instances, in making 
it financially impossible for men with valuable experience and proven 
devotion to duty to continue to serve in the various police agencies of 
the Nation. 

And now, Mr. Chairman, it is ed pleasure to present to this com- 
mittee the Honorable Frank H. Edw: ards, assistant to the attorney 
general of Georgia, and attorney for the Peace Officers Association of 
Georgia. 

Mr. Edwards is one of Georgia’s brightest young attorneys and 
most dedicated public servants. As director of the bill-drafting unit 
of the Georgia State Department of Law, he has been intimately con- 
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nected with the drafting of all beneficial legislation for the peace 
officers of Georgia during recent years. 

Mr. Edwards knows the needs of peace officers and can testify as 
an expert on legislation affecting their welfare. He is prepared to 
discuss in detail the ramifications of this proposal as it affects peace 
officers everywhere and to answer any questions which the members 
of the committee may have. 

The Cuatrman. Senator T: almadge, we are honored to have you. 

Senator Tatmaper. I thank you ‘for the honor of appearing here, 
Mr. Chairman. 

The Cuarmman. We are also honored to have Senator Olin D. John- 
ston present. 


STATEMENT OF HON. OLIN D. JOHNSTON, UNITED STATES SENATOR 
FROM THE STATE OF SOUTH CAROLINA 


Senator Jounston. Mr. Chairman and members of the Finance 
Committee, knowing the membership of this particular committee 
and seeing ‘the ones that are here this morning, I realize that each of 
you know just what a peace officer has to do. Some of you who I am 
speaking to here know that we and our committee have made special 
provisions for the FBI for that reason, because of the risks they run 
in the occupation that they hold. Also, we know that peace officers 
in the United States Government and also in the States are underpaid 
to a very large extent. 

And I think each one of you on this committee, when you look into 
this matter thoroughly, is going to find that probably if we keep the 
law and they are taxed on the different amounts that they receive, or 
that are paid out, that the States will probably in a great many 
instances have to increase the salaries. 

So it is just taxation on taxation all the way through; that is what 
it amounts to in the long run. 

The purpose of my appearance is to present Henry H. Edens, an 
attorney in Columbia, S. C., who is representing the peace officers in 
the State of South Carolina. They and other peace officers in other 
States are much concerned over the proposal to repeal the $5 sub- 
sistence-allowance exemption. This provision to exclude this allow- 
ance from taxable income was made because it is so often necessary 
that policemen make trips from their posts of duty. The exemption 
was and still is very fair. The policemen are still required to make 
many trips, and it 1s only right that the allowances paid not be tax- 
able. The maximum allowance not taxable is $5 per day. If tax 
is taken from the $5, it is immediately reduced to an amount even 
farther from actual expenses incurred in the line of duty. 

One provision of section 4 of H. R. 8381 is to make the repeal of 
the present law retroactive whereby the allowances received during 
1957 will be taxed. This will add another tax burden on the peace 
officers. Since they are already underpaid in salary, many of them 
will have to borrow the money to pay their 1957 tax. I urge that the 
committee consider this section very carefully. 

Now, I have here this morning a gentleman that was for about 
14 or 15 years trial attorney for the Federal district court in my 
State. And he came in contact with all the peace officers in the 
counties and also the Federal peace officers. 
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I think if anyone in my State knows what they are up against at 
the present time, it would be Mr. Edens from South Carolina. So I 
am here this morning to introduce him. 

Now, I do have also here this morning my colleague, Senator 
Thurmond of South Carolina, who will also probably make a state- 
ment. He, too, will tell you that Henry H. Edens is an authority, 
and you may be at liberty to ask him any questions; he will be frank, 
truthful with you, in answering your questions. 

So I am glad to have this opportunity of bringing him around, 
I wish I could stay here and go into this matter thoroughly myself, 
but each one of you know that I have the floor, we are meeting at 
10:30 this morning and there are several amendments there pend- 
ing, and I want to study those amendments so that I can do what I 
think is right and just there. 

I certainly thank you for the attention you have given me. 

The Crain MAN. We appreciate your burdens, and we thank you 
for coming over, sir. 

Senator Jornnston. I would like for Mr. Henry Edens to stand so 
you can see him. 

The Cuatrman. We are also honored today by having Senator 
Strom Thurmond. 

We will be glad to hear from him. 


STATEMENT OF HON. STROM THURMOND, UNITED STATES SENATOR 
FROM THE STATE OF SOUTH CAROLINA 


Senator THurmonp. Mr. Chairman, and gentlemen of the com- 
mittee, Senator Johnston has presented Mr. Edens. I believe he 
mentioned that Mr. Edens had been assistant United States attorney 
and has a large law practice in South Carolina. We are pleased to 
have him here. 

In addition we have two other gentlemen here. One is the chief 
of the South Carolina Law-Enforcement Division, Mr. J. P. Strom, 
and also Mr. L. K. Campbell, chief of police of the Columbia Police 
Department. 

They are not going to speak, I believe Mr. Edens is going to speak 
on behalf of the group. 

Chief Strom, will you stand up. 

Chief Strom has been in police work for 17 years, and is a graduate 
of the FBI, and he has held high positions in the Association of FBI 
School Graduates, I believe he has been the president, and stands 
very high in our State. 

Chief Campbell, would you stand up? 

Chief Campbell has been with the police department for 29 years. 
He has been a chief there for a very bane time and is a very capable 
and conscientious officer. 

I want you gentlemen to see the caliber of the people who are com- 
ing from ‘South Carolina up here on this particular matter. 

T have already filed with the committee on February 11, 1958, a 
letter setting forth my views on section 4 of the bill under consid- 
eration. 

(The letter referred to appears in the record at the end of Senator 
Thurmond’s statement. ) 
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I would like to reiterate, however, that the repeal of section 121 
of the Internal Revenue Code would deal a severe blow to our under- 
paid policemen throughout the country. 

The Federal Government has continually increased the number of 
revenue sources from which it takes taxes and the amount of revenue 
it derives therefrom. The local governments now find it difficult 
to raise sufficient revenue to provide essential service in an adequate 
form. 

The police officers are doing a magnificent job, and are showing a 
high degree of devotion to duty in protecting the public despite the 
lack of pecuniary incentive. 

I sincerely hope that this committee will not report favorably 
section 4 of this bill. 

Mr. Chairman, while Governor of the State I worked closely with 
law-enforcement. officers, and previous to becoming a lawyer and 
going into public life I taught school, and so have dealt with different 
segments of the population. 

I frankly do not believe we have a more dedicated group of people 
than our law-enforcement officers. They are on call 24 hours a day. 
They work in the cold, they work in the rain, and it seems to me that 
the little amount that is allowed them here under this provision 
should be retained. I think it would be a great mistake, I think it 
would injure the incentive of our law-enforcement officers, if we 
attempt to repeal that. 

I sincerely hope that the committee will take favorable action in 
accordance with the wishes of our law enforcement officers on this 
important point. 

Thank you very much. 

The CHarrMan. Thank you very much. 

Senator Marty. Mr. Chairman, I would like to just note that all 
three of these Senators have been governors of their respective 
States. 

The Cuarrman. That will have a special weight with the chair- 
man, and also with the ranking Republican. 

Senator Frear. 

Senator Frear. The only thing I would like to say, Senator Thur- 
mond, is that it is mighty nice for the people here to recognize these 
police chiefs of your State, and we would just like to have that rec- 
ognition when we go through the State of South Carolina. 

Senator Tuurmonp. They will remember this, Senator. 

Thank you very much. 

The Cuarrman. We are glad to have you, Senator Thurmond. 

(The letter previously submitted by Senator Thurmond follows:) 

UNITED STATES SENATE, 
COMMITTEE ON INTERSTATE AND FOREIGN COMMERCE, 
February 11, 1958. 
Re H. R. 8381, Technical Amendments Act of 1957. 


Hon. Harry F. Byrp, 
Chairman, Finance Committee, 
United States Senate, Washington, D. CO. 

DeAR SENATOR Bykp: It has come to my attention that H. R. 8381, which was 
passed by the House and has been referred to your committee, includes a pro- 
vision for the repeal of section 120 of the Internal Revenue Code of 1954. This 
section in its present form excludes from the gross income of a police official of 
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a State, Territory, or subdivision thereof, any statutory subsistence allowance 
paid to the police official not in excess of $5 per day. 

Notwithstanding the need which we now face for additional revenue, I 
urgently request that the Finance Committee not report favorably section 4 of 
H. R. 8381 which repeals section 120 of the 1954 code. In any event, I feel 
that it would be a serious mistake to make this repeal retroactive as the bill 
presently provides. 

I am sure that you are aware of the difficult time which the States and 
municipalities of our country are having in providing necessary services from 
the limited sources of taxation left to them by the Federal Government. Police 
service is One of the most basic and essential of all those provided at the State 
and municipal level. I doubt that anyone would contest the fact that law-en- 
forcement officers are underpaid. Section 120 of the 1954 code, intentionally or 
otherwise, has given much needed assistance to the States and their subdivisions 
by enabling them to obtain better qualified officers. 

Police officers have the most hazardous duty of any group providing service 
for the American public. In the course of their duty they often must risk death 
and injury. At the same time, these valiant officers are possibly the most poorly 
compensated of all public servants for the services they render. 

With best wishes. 

Sincerely, 
Strom THURMOND. 


The Cuarrman. I submit for the record a letter from Senator Styles 
Bridges enclosing a letter from Benjamin Thompson of the National 
Police Officers of America. 

(The letters referred to follow :) 


UNITED STATES SENATE, 
COMMITTEE ON APPROPRIATIONS, 
February 28, 1958. 
Hon. Harry F. Byrp, 
Chairman, Committee on Finance, 
United States Senate, Washington, D. C. 

Dear Harry: I enclose photostatic copy of a letter I have received from Mr. 
Benjamin Thompson, Jr., 4144 South Main Street, Hanover, N. H., who is the 
New Hampshire secretary for the National Police Officers Association of 
America. 

You will note that Mr. Thompson is appealing for deletion of section 4 of 
H. R. 8381, which is now before your committee for consideration. This letter 
is typical of the large number I have received from police officers throughout 
the State of New Hampshire who are requesting similar action. 

I would appreciate your making this letter a part of the formal record of the 
hearings and also your serious consideration of this proposal when the commit- 
tee marks up H. R. 8381. 

With kindest personal regards. 

Sincerely yours, 
STYLES BRIDGES. 


NATIONAL POLICE OFFICERS ASSOCIATION OF AMERICA, 
NEW HAMPSHIRE STATE OFFICE, 
Hanover, N. H., February 15, 1958. 
Hon. STYLES BRIDGES, 
United States Senate, 
Washington, D. C. 


DEAR SENATOR BrincGes: In behalf of all the members of the Hanover Police 
Department and as State of New Hampshire field secretary of the National 
Police Officers Association of America, I strongly urge you to vote against H. R. 
$381, which is pending before the Senate, or seek to amend the bill by deleting 
section 4. 

This section would deprive police officers of an income-tax exemption which 
Congress granted as a subsistence allowance in section 120 of the Internal Rev- 
enue Code of 1954. The exemption is very important to us in view of our meager 
salaries which are already inadequate in today’s high cost of living. This ex- 
emption can hardly be called unjustifiable in view of the many other exemptions 
being given to other people in the income tax law—for example, unearned in- 
comes from stock dividends and depletion allowances for wealthy oil companies. 
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The repeal would not now be before Congress if it were not for the demand of 
the Internal Revenue Bureau. The Bureau has fought against the exemption 
ever Since Congress gave it to us in 1954. Having failed in the courts, as shown 
by the decision of the United States District Court for South Carolina in 
Shirah v. United States handed down on October 4, 1957, the Bureau is now 
trying to accomplish its objectives by appealing to Congress. 

I assure you that your support will be appreciated. 

Respectfully, 


BENJAMIN THOMPSON JR., 
State Secretary. 
The Cuairman. Our first witness will be Mr. Frank H. Edwards, of 
Georgia, a law enforcement officer. 
a ? 


STATEMENT OF FRANK H. EDWARDS, GEORGIA LAW 
ENFORCEMENT OFFICER 


Mr. Epwarps. Mr. Chairman, and members of the committee, I 
would like to say first that I am honored at having the opportunity 
to appear before your committee, and particularly in view of the fact 
that this is the first time that I have ever appeared before any con- 
gressional committee. 

So I feel singularly honored this morning. 

I would like to preface my statements toward section 4 of H. R. 
8381 with a few brief remarks. I would first like to express my 
sincere appreciation to Senator Talmadge for his very kind intro- 
duction, and also for his statements relative to the bill. 

I would also like to express my appreciation to Senator Russell 
for his concurrence in Senator Talmadge’s remarks. 

I would like to digress for a moment “while we are talking about our 
two distinguished Senators from Georgia to say, with all due respect 
to the Senators from other States, whom I realize are very capable 
and efficient, we in Georgia always felt when Senator George was the 
senior Senator and Senator Russell was the junior Senator that we 
had the best senatorial team in the United States, and now that Sena- 
tor Russell is the senior Senator and Senator Talmadge is the junior 
Senator, our thinking is still the same. 

Senator Talmadge, as the old saying goes, knows whereof he speaks. 
For about 15 years the peace officers in the State of Georgia had been 
attempting to have legislation enacted creating some form of retire- 
ment benefits for the peace officers of that State. And it was only 
during his tenure as Governor of Georgia that that legislation was 
fiinally enacted. 

And it is a well-known fact that without his support it would not 
have been enacted. 

While we are on the subject of Georgians, we are also proud to note 
that your chief clerk is a native Georgian. 

I have filed copies of my statement with her, and I will not go into 
detail of what is contained in there. 

(Mr. Edward’s prepared statement appears at p. 327.) 

I would like to state very briefly that I realize the problems con- 
fronting this committee. It has been my privilege to work as the 
head of the State Bill Drafting Unit for the past 10 years, and I 
actually have worked more closely with members of the legislative 
branch of the Government than I have with the executive branch, and 
I know the problems that confront you. 








326 TECHNICAL AMENDMENTS ACT OF 1958 


We just completed our annual session this past Friday, and as 
usual we were confronted with a great many problems, and with a 
great many requests for special interests. And I know that you are 
also confronted every day with many requests for special considera- 
tion of individual groups. 

I would like to ask you to please bear in mind that any assistance 
rendered to peace officers, even though they be one group, either di- 
rectly or indirectly benefits every citizen of the United States in 
better law enforcement, better reduction of crime. 

The very small amount that the repeal of section 120 of the Internal 
Revenue Code of 1954 would bring in really is hardly enough to pay 
for printing the bill, it does not amount to a great deal. But it would 
be of great help to the individual peace officers. 

It is my feeling, and I hope yours, that the peace officers of this 
country saiald be given every possible benefit and assistance which 
our governments, including Federal, State, and local, can give. And 
this is something that the Federal Government has the opportunity 
to do for the peace officers and for better law enforcement. 

I might say it is my feeling that the peace officers as a group are 
the most underpaid, hardest worked people in the United States. 
And if we are to have better law enforcement and better people going 
into the profession of law enforcement, it is imperative that we do 
something to make it more attractive to them. As I say, this is one 
small way that the Federal Government can make it more attractive 
to peace officers all over the country. 

I might give you one example of the seriousness of the situation. 
And I believe what I say applies to all the other States. 

Last year in Georgia we lost 31 men out of the Georgia State 
Highway Patrol who left for better paying positions in private in- 
dustry. We estimate that it cost approximately $5,000 to adequately 
train a Georgia State highway patrolman. So you see that only last 
year that, roughly speaking, cost the State of Georgia about $105,000. 

Now, our general assembly at this recently completed session took 
cognizance of this fact, and we passed legislation calling for longevity 
pay increases for the State patrol based on the length of service. We 
hope that that will make it more attractive for the men to stay on 
with the patrol. 

But actually if this section 120 is repealed, that in effect will prac- 
tically wipe out the benefits which the Georgia Legislature has seen 
fit to give the State patrol. 

Looking at the situation from purely a financial viewpoint, I would 
conservatively estimate that anything that might be gained by the 
National Treasury in this small amount of income tax that these men 
would have to pay would be more than doubled by retaining that 
section and giving the men more incentive to do a better job where 
they would not have to worry over financial matters. As a result 
we would have better law enforcement, and a reduction in the crime 
rate which, as you know, benefits every citizen in the United States. 

I would like to point out that section 4 of H. R. 8381 originally 
stems from a proposal of the United States Treasury Department. 
And what they originally proposed was that a cutoff date be tacked 
on to that section 120 to say that you could only exclude—let me put 
it this way—that only those persons who were receiving statutory 
subsistence allowances prior to August 16, 1954, which was the ef- 
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fective date of section 120, would be authorized to exclude this in- 
come for income tax purposes. 

And you see that this bill proposes an outright repeal of section 120, 
which of course is more drastic than even the Treasury Department 
proposed. of) a 

Senator Frear. How many people in your State would this affect 
other than your constabulary ? 

Mr. Epwarps. Well, it would affect all of our Georgia State high- 
way patrolmen, and several cities have enacted ordinances authoriz- 
ing statutory subsistence. I frankly do not have the actual number, 
but it would affect a great number, in fact more and more as time 
goes on. . 

Senator Frear. Didn’t you have a statute in the State of Georgia 
that broadened that and included others than just State troopers and 
the city policemen ? 

Mr. Epwarps. Not on a State level. In other words, our State 
statute only authorizes a subsistence allowance to be paid to State 
highway patrolmen. 

Now, anything that would be paid to city police officers, for ex- 
ample, would be enacted as an ordinance by the city governing au- 
thority itself. 

Senator Frear. But they would be included in this section of the 
proposed bill ¢ 

Mr. Epwarps. Yes; they would definitely be affected. 

Senator Wittiams. How long have they been receiving this sub- 
sistence allowance ¢ 

Mr. Epwarps. Since shortly after 1937. The patrol was originally 
created in 1937, and at first they thought they would be able to furnish 
meals in the barracks; they set up kitchens, but it was soon proved to 
be a practical impossibility to do that. So this was enacted to take 
the place of it. 

Gentlemen, I would like to close my statement with an urgent 
appeal to you to earnestly consider the plight of law-enforcement 
officers, not only in my home State of Georgia, but all over the 
country, and in each of your respective States, and to realize that to 
strike out section 4 of H. R. 8381 would be a great boon to law en- 
forcement, crime prevention, and the protection of the rights and 
property of all citizens wherever they may reside, and to also bear 
in mind that any benefits given to peace officers likewise benefits every 
citizen of the United States. 

I thank you for your kindness. 

The CHarman. Thank you very much, Mr. Edwards. You have 
made a good statement. 

(Mr. Edwards’ prepared statement follows :) 

Mr, Chairman, I am honored at the privilege of appearing before your com- 
mittee, particularly in view of the fact that it is my first opportunity of appearing 
before any committee of the Congress of the United States. 

If I might be permitted to do so, I would like to preface my statements toward 
section 4 of H. R. 8381 with a few brief remarks. 

I would first like to express my deep appreciation to Senator Talmadge for 
his very kind introduction and also for his statements relative to the bill. I also 
would like to express my appreciation to Senator Russell for his concurrence 
in the remarks of Senator Talmadge. 

Senator Talmadge, as the old saying goes, knows whereof he speaks. He has 
probably done more for the peace officers of Georgia than any other one person. 
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The peace officers for almost 15 years had been attempting to have legislation 
enacted creating a retirement system for peace officers and such legislation was 
finally passed during Senator Talmadges tenure as governor of the State of 
Georgia. It is certain that it would not have been enacted had he not given it 
his full support and cooperation. He knows firsthand the problems that con- 
front the peace officers of his State. 

I also would like to state very briefly that I realize the problems confronting 
this committee. My main job in the Attorney General’s Office is as head of the 
Bill Drafting Unit and I have worked very closelv with legislators for the past 
10 years. We have just completed only this past Friday our annual session and, 
as usual, were confronted with a great many problems and with a great many 
requests for special interests. I say this because I realize you also are con- 
fronted every day with many requests for special consideration of individual 
groups. Please bear in mind, however, that any assistance rendered the peace 
officers of this country benefits, either directly or indirectly, every citizen of our 
great Nation. 

Compared to our national budget, the small pittance which the repeal of see- 
tion 120 of the Internal Revenue Code of 1954 would bring into the National 
Treasury is hardly enough to pay for the printing of the bills and reports relative 
thereto. This particular matter, however, is one which I feel cannot be meas- 
ured in dollars and cents. 

It is my feeling, and I hope yours, that the peace officers of this country should 
be given every possible benefit and assistance which our governments, including 
Federal, State, and local, can afford them. 

The peace officers as a group are the most underpaid, hardest worked people in 
the United States. If we are to have better law enforcement and better people 
going into the profession of law enforcement, it is imperative that we do some- 
thing to make it more attractive to them. It is extremely difficult for a police- 
man to do his best at his job when he is continually worried with financial 
matters. 

To give you an example of the seriousness of the situation, last year the 
Georgia State Highway Patrol lost 31 men who left to take better-paying jobs 
elsewhere. It is estimated that it costs the State of Georgia approximately 
$5,000 to adequately train a patrolman. You can see that this resulted in a loss 
of over $150,000 to the State. The general assembly of Georgia, at the recent 
1958 session, took cognizance of this fact and passed legislation authorizing 
longevity pay increases for patrolmen based on length of service. It is hoped 
that this act will induce the men to remain with the patrol, but I fear that the 
good effect of that legislation will be pracically wiped out if section 120 is 
repealed. I reiterate that you gentlemen have a golden opportunity to make an 
outstanding contribution to better law enforcement and the reduction of crime by 
retaining the provisions of section 120. 

Looking at the situation from a purely financial viewpoint, I would conserva- 
tively estimate that any monetary gain realized by the National Treasury pur- 
suant to the repeal of section 120, would be less than half the amount saved 
over the entire Nation by retaining it and thus assuring better law enforcement 
and a reduction in the crime rate with all the resultant monetary benefits to 
every citizen of the United States. 

It might be of interest to you to know that recently the Supreme Court of the 
United States refused to grant certiorari in the case of Magness v. Commissioner 
of Internal Revenue. This, of course, had the effect of upholding the decision 
of the Fifth Circuit Court of Appeals to the effect that under the law as it 
existed in 1952 the subsistence allowance authorized by statute to be paid to 
Georgia highway patrolmen in lieu of meals could not be excluded from gross 
income for income-tax purposes. Consequently, it is now settled that the only 
way in which this subsistence allowance can be excluded is pursuant to the 
provisions of section 120. 

State highway patrolmen are on call 24 hours a day. They are stationed at 
places which in most instances are many miles from their homes. They must 
eat their meals at whatever time they are able and must keep their headquarters 
informed at all times as to their whereabouts. Surely they should be allowed the 
benefit which section 120 affords them. 

The brief for the Commissioner of Internal Revenue in opposition to the peti- 
tion for writ of certiorari in the Magness case was filed by the Department of 
Justice. One of the grounds used in opposition to the petition was the fact that 
the issue lacked substantial importance. A quote from that brief is as follows: 

“By section 120 of the 1954 code (26 U. S. C., 1952 ed., supp. 4, see. 120), 
Congress authorized the exclusion of an amount not to exceed $5 per day 
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received as statutory subsistence by a police officer of a State. It would appear 
that the 1954 code provisions and particularly section 120 would settle for the 
future the question raised in the present case.” 

In other words, the Department of Justice used as one of its arguments the 
provisions of a code section which faces the prospect of being repealed within 
months of the decision. I feel certain that the Department did not contemplate 
that it would be repealed. 

As a result of the Magness decision, Georgia patrolmen are now faced with 
the prospect of paying back income tax for the year 1952, in amounts ranging 
from $300 to $500. This is a considerable blow to highway patrolmen, who are 
making an extremely small salary as it is. These men experienced some hope 
when section 120 was enacted but now they are faced not only with the prospect 
of paying back income taxes but also with the prospect of being forced to reduce 
the standard of living for themselves and their families as the result of the 
repeal of section 120. 

Let me point out that section 4 of the bill stems from a proposal by the 
Treasury Department. That Department did not advocate repeal of section 
120 but suggested that the exclusion of subsistence allowances be limited to 
cases where such allowances were authorized by statute on or before August 16, 
1954, which is the effective date of section 120. So you see that even the Treasury 
Department did not go as far as this bill does. 

I would like to close my statement with an urgent appeal to you to earnestly 
consider the plight of law-enforcement Officers, not only in Georgia but over 
the entire country and from each of your respective States, and to realize that 
to strike out section 4 of H. R. 8381 would be a great boon to law enforcement, 
crime prevention and the protection of the rights and property of all citizens 
wherever they may reside. 

Mr. Chairman, I thank you. 


The Cuairman. The next witness is Mr. Henry H. Edens. 


STATEMENT OF HENRY H. EDENS, SOUTH CAROLINA 
LAW-ENFORCEMENT OFFICER 


The Cuarrman. Will you identify yourself and proceed ? 

Mr. Evens. Senator Byrd, and other distinguished members of the 
committee, I am very grateful and proud of ‘the opportunity to ap- 
pear before you gentlemen. I realize how busy you are, and I will 
be very, very brief. 

At the inception I would like to respectfully point out to the com- 
mittee that this section and its interpretation is in litigation in the 
Federal courts, and it is not a dragging bit of litigation, it will be 
argued before the Fourth Circuit Court. of Appeals on Monday in 
Charleston, S. C.—that would normally be in Richmond, that being 
the headquarters of the court, but it is purely a coincidence that the 
azalea season is just opening in Charleston—but the court from time 
to time over a period of years has sat in Charleston. 

And it will be argued then. And I think it is inevitable, in the 
event the Government would lose, that the Supreme Court of the 
United States would grant certiorari. 

I feel I am substantially accurate in saying that in a matter in- 
volving the finance of the United States in a question of this nature, 
in the event the Government is unsuccessful, certiorari is granted. 
And of course if the taxpayer would lose and the petition goes to the 
Supreme Court, if they accept it the matter will be passed upon, and 
if it is rejected, of course that would be the law of the case anyway. 

In any event, just what this section means will have a very early 
interpretation by the highest Court of the land. And I might point 
out that the Government’s position in this litigation is to the effect 
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that this statute does not grant any exemption over and above that 
which is already given by the statutes existing when this was enacted. 

So this matter would be, in the event the taxpay er is unsuccessful, it 
would be purely academic anyway. So that if this body or the Con- 
gress of the United States would seek to enact legislation that would 
further good law enforcement in a uniform manner throughout the 
United States, you would have to start all over again in or der to do it, 

And I do respectfully suggest that this section should be stricken 
from the bill, and that you await that decision by the Court to see 
just what the Court’s interpretation is. 

I am of counsel for the taxpayer, and the case is No. 7605, set down 
first or second for argument on the coming Monday in Charleston, 
S.C. 

Now, passing on from the legal aspects of the bill, I was trial coun- 
sel in the United States attorney’s office 13 or 14 years, I handled 
practically all of the criminal work and a lot of the civil, and 
throughout that time I came in constant contact with law-enforcement 
officers from the ground level of the local constable to the FBI at 
the Federal. And I respectfully suggest that it would be a tragic 
blow to good law enforcement in the United States, even before the 
benefits are interpreted by the Court and maybe granted under this 
section, when the Congress of the United States has taken such a 
wonderful step in the right direction by seeking to raise the level of 
good law enforcement in the United States through the whole 
country. 

And I know of no possible legislation that could be passed that 
would be more evenly distributed or that would be more appropriately 
distributed and that would produce usch wonderful results as giving 
some encouragement to the law enforcement officers of this country. 

And to do so, even the local magistrate or constable is no longer—he 
is not a local yokel, he is part of an international team. 

Your police chief of Columbia, S. C. or of the smallest village out- 
side of New Orleans, La., that is the person generally who arrests 
the most desperate criminal, and it is the FBI who comes in and 
chaperones him home. 

The FBI am not saying it critically—they are the liaison 
or the coordinating link in the law enforcement in this country, but 
they seldom catch anybody, they do not get one out of a hundred. It 
is some guy in the lower echelon somew here that does that. 

By nurturing and encouraging talented men and younger men to 
go in that profession you can give an immediate boost to the field of 
law enforcement and at a time when there is the greatest hue and 
cry in the history of this Nation about the youth of this Nation. 

And it is just like the apple tree, it is already there, just a little bit 
of fertilizer placed there is the difference between a good apple season 
and a poor one. This is not a speculative matter, it is not an experi- 
ment like a new missile, you have already got your team. And what- 
ever benefit is granted taxwise is the most uniform distribution, in 
my humble opinion, that could possibly be made. And it is taxpayers 
money at home that is paying that fellow, it is the taxpayers money 
wherever you go. He is a dedicated public servant. And there is 
no better inves as I say, I respectfully submit these humble 
opinions to this body. 
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You are dealing with one group that is distinguishable from any 
group in these U nited States or these individual States, you are dealing 
with that group that handles the law enforcement of this country, 
with that group that has done more to train, to guide, to steer the 
youth of this country—which is the bedrock of it, that will make it 
great or not—than any other. 

Senator Marri. It seems to me that the great unforgotten group 
in America is the general taxpayer. 

Senator Bennett. Let’s say the forgotten group. There is nobody 
to represent them. 

Senator Kerr. You mean including us? 

Senator Martin. I do not think they overlook anyone. 

Mr. Epens. I appreciate the courtesy of being here, and I wish to 
express my appreciation for the courtesy shown by our fine Senators 
from South Carolina. 

And I assure you that I do not feel that it was any personal tribute 
to me, but a manifestation of their feeling about the righteousness of 
the cause which we advocate. 

I thank you very much for your courtesy. 

The Cuairman. Our next witness is Mr. Royce L. Givens, secretary - 
treasurer of the National Conference of Police Associations. 


STATEMENT OF ROYCE L. GIVENS, SECRETARY-TREASURER, 
NATIONAL CONFERENCE OF POLICE ASSOCIATIONS 


The Cuatrman. Please proceed in your own way. 

Mr. Givens. Thank you, Senator. 

Gentlemen, I am a police officer in the city of Washington, D. C., 
also secretary-treasurer of the National Conference of Police Assovia- 
tions. 

I represent about 135,000 policemen throughout the United Stutes, 
including the Panama Canal, and the Territory of Hawaii. 

I shall make myself very brief. We are opposed to section 4 of 
the bill H. R. 8381 as it now stands. And in order to conserve the 
time of you gentlemen, I would like to file my statement with you, and 
leave it stand, as we are opposed to it. 

But you will notice in the back of my statement, I gave you a list 
of the members of the national conference. 

Senator Kerr, May I ask you a question. 

You say “as it now stands.” Did you have an amendment in mind 
that might be somewhere between the language of the bill as it now 
stands and the law as it is at this time? 

Mr. Givens. We would like to follow along with the suggestion of 
the previous witness, sir, until the courts have determined what their 
interpretation of the law is as it is on the books today. 

Then if it is not—if an interpretation is not what the Government 
thinks it should be, we would come back next year and try to work it 
out so that it would be satisfactory to all. 

Senator Kerr. We might not feel that we could wait for the decision 
of the court, and especially if you had a suggestion that we might be 
considering. I presume you know what the position of your group 
is with reference to litigation, what they are seeking to bring about, 
what decision they want to get. And if you had a suggested amend- 
ment as far as I am concerned, I would like to see it. 
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Mr. Givens. In the bill now before the committee we suggest that 
section 4 be stricken. 

Senator Kerr. Then the words you used “as it now stands” were 
redundant ? 

Mr. Grvens. Yes, sir. 

Senator Kerr (now presiding). Thank you, Mr. Givens. 

Senator Bennerr. May I ask a question. However, this witness 
may not be the one to answer it. I am sorry the chairman is out of the 
room. I had to be absent at the beginning of the session to present 
testimony in another committee. 

In the report of the Committee on Ways and Means on page 7, the 
last paragraph, in discussing section 4, these words appear: 

Available information indicates that at the present time at least 2 states, 
Georgia and Indiana, have State police who qualify for this exclusion. 

Do we have any record before the committee of the number of 
States in which local police qualify, or are there local police in every 
State, or are all local police in every State qualified ? 

Mr. Givens. No, sir. I will attempt to answer it this way, sir. 
Before the local police or the county police or the State police can 
participate or become subject to this deduction, they first must have 
a statute saying that they are entitled to it from their local governing 
body. 

Senator Bennerr. Do you have any record as to the percentage of 
local police who have been givin the benefit of such a statute? Are 
there just a few policemen in the United States who are getting the 
benefit of this $5 exclusion, or is it 80 percent of the police officers ? 

Do you have any figures that will help us? 

Mr. Grvens. No, sir, I do not. 

Senator Wittt1aMs. I think those figures can be derived from the 
treasurers’ estimate wherein they said that the estimated loss at the 
moment was around $300,000 a year, but would stretch to $50 million 
if it was extended to all law-enforcement officers. 

Senator Bennett. I had hoped that some of the witnesses who are 
appearing here opposing the amendment could tell us how widespread 
this problem is. 

And if proper, Mr. Chairman, I wonder if any witnesses who have 
appeared on this subject have that informat ion, even though they may 
have left the stand. 

Senator Wiis. I expect the treasury could furnish it better. 

Mr. Epens. I am Henry Edens, of ¢ ‘olumbia. 

I cannot give you the exact percentage, sir. This statute, knowledge 
of it has not been generally disseminated throughout the United States. 

Senator gt NNETT. The statute is 4 years old, i isn’t it? 

Mr. Epens. That is correct, sir. But amazingly, it has not been 
known and the various States have not availed themselves of it, but 
now, to be completely frank with you, sir, I can say that I am sure 
that the various States of the Union are alerted to this statute. 

And you could certainly assume that the law-enforcement officers 
throughout the Nation would seek to avail themselves of it. 

Senator Bennerr. Then We can assume that the Treasury’s esti- 
mate is right, that it would not be very long before this would be 
costing us “$50 million a year? 
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Mr. Epens. As to what it ~— cost you, I cannot challenge the 
figures of the Treasury, sir, I do not seek to do that. But I think 
that that would be a reasonable estimate. 

Senator Lona. The Treasury estimate includes all law enforcement 
officers, does it not ? 

Senator Bennert. All law-enforcement officers. 

Mr. Epens. That is right, if everybody that was potentially able 
to avail themselves of this it would approach that figure. 

Senator Bennert. If I may do a little arithmetic, if the current 
loss is $300,000 a year, and the potential is $50 million, how many 
times will we multiply the present situation ? 

Senator Wituiams. A hundred and fifty. 

Senator Bennett. A hundred and fifty times. So less than two- 
thirds of 1 percent of the police officers are now covered by this pro- 
gram. 

Senator Kerr. That is on the basis of the report. 

You see, the gentleman there is from South Carolina, and the re- 
port indicates that the $300,000 figure applies only to Georgia and 
Indiana. 

And apparently the South Carolina situation is now in, so that 
that would indicate that there is a greater coverage even now than 
that indicated by the report. 

Senator Bennerr. May I say to my colleagues that as I read this 
statement, Georgia and Indiana are covered by State police, while 
South Carolina is covered by local and other police. 

So I assumed that there may be other States than South Carolina 
where local police are covered, but only two States where State police 
are covered also. 

Senator Kerr. This says “available information indicates that at 
the present time at least two States.” 

Mr. Evens. They kind of count us out, sir, from time to time in 
South Carolina. 

Senator Bennerr. No; I believe this is perfectly clear. As I re- 
member, it was the police officials of South Carolina who presented 
this proposal in 1954 code. 

And I assume that this reference to State police is limited to State 
police and does not cover local and law-enforcement. officers. 

Mr. Epens. It can apply to any law-enforcement officers of any 
State or any political subdivision of the United States, sir, according 
to my interpretation of it. 

Senator Bennerr. Mr. Edens, I appreciate your consideration. I 
think it is fair to say that the committee does not have available the 
accurate information as to the number of people now covered in rela- 
tion to the potential coverage, and no way of checking the Treasury 
estimate that if this is allowed to operate as the people ‘become alerted 
according to the suggestions of Mr. Edens, we may multiply it by a 
hundred and fifty. 

Senator Lona. May I ask a question of Mr. Edens, as well as the 
witness? Mr. Edens, would you please come up and take the witness 
chair? 

In the absence of this section, would the patrolmen-have the right 
to claim their subsistence allowance for expenses when they are away 
from home, that is, on tour of duty away from their assigned post? 
Do they have the right to claim that as a deduction ? 
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Mr. Epens. It is a deduction that should not be claimed in the 
gross income, under the statutes as they decided before this legislation 
was passed, sir. In other words, if he was away from headquarters 
overnight, and had his meals and rooming expenses, if the State had 
such provisions for such reimbursement, sir, then they could reim- 
burse him for that trip, and he would not have to include it in his 
gross income for tax purposes. 

Senator Kerr. Senator Long, if the law-enforcement officer is 
away from home overnight now, he would not be affected by the re- 
peal of this statute. 

Senator Lone. This thought occurred to me. However, usually 
we set up a law with a withholding provision, and you hold a certain 
amount of a man’s salary, and the Government just gets a lot of money 
by the fact that if a man has only got a small amount involved he 
doesn’t fill out a return and ask them to send the money back. Now, 
would you be willing to accept as an amendment, that this subsistence 
allowance, not to exceed $5 a day, would be available to a person when 
he is actually away from the area where his home is, when he is 
actually away from home community ? 

It occurs to me that if a patrolman is working in his own hometown 
he doesn’t have as strong a claim to this as a highway patrolman who 
happens to live in X city and has to be up to enforce traffic laws where 
they are holding a county fair a hundred and fifty milesaway. Would 

ou be saved if this were amended to exclude $5 of subsistence on that 
asis, rather than just the exclusion of $5 a day to everyone? 

Mr. Evens. I will be as direct as I can. There have been cases in 
the courts that have skidded from one side to the other in determining 
just where the line of demarcation lies under the old statutes before 
this legislation was passed. I think that the benefits given by the 
amendment which you suggest, sir, would be so infinitesimal in com- 

arison with the overall picture that it would not be particularly 
eneficial legislation upon the whole. 

Senator Lone. You can make a much stronger case for that type of 
situation than you can if you are saying that a $5 subsistence allow- 
ance should be available to a man who is away from home in a theatrical 
sense only, to a man who actually is not away from home, who is 
actually cone at home at night, and eating his meals at home, or 
eating his meals downtown at a place provided for the patrolmen. 
That doesn’t make nearly as strong a case as if you are saying that you 
want the $5 subsistence allowance when the man is actually away. 

Senator Witi1amMs. Would the Senator yield? I think the amend- 
ment would put them in a worse position than they would be in an 
outright appeal, because with the outright appeal with no reference 
made they would under the existing law take all their expenses if they 
exceeded $5 or $4 or $10, and most of the time the expenses when they 
are away from home would be in excess of $5, and you would merely 
put a limitation on it, and you would not be giving them anything 
they haven’t got under the law. And I think we should either repeal 
this outright or just leave it. 

Mr. Givens. Mr. Chairman, I would like to make one further state- 
ment to the Senator about the number of policemen who are now taking 
advantage of it. 

1 would like to state this, that a number have advised me that they 
would not take advantage of it even if they had a statute in their 
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own locality to permit it, for this reason, their pensions or retirement 
is based on percentage of salary. And if you gave the man $5 a day 
subsistence allowance, that would reduce his taxable or his deductible 
salary, and when he retired he would get far less money, and in the 
end he would make more money if he would go ahead and pay the 
tax on it as it is without claiming the $5 subsistence. 

Senator Witi1aMs. It would not be possible to amend the statute 
law whereby they could make contributions even on the expense 
account ¢ 

Mr. Givens. It is possible, but you have still got to go back to the 
internal revenue and see how they are going to interpret that. 

Senator Witt1aMs. They could raise the contributions on that por- 
tion that was left and mathematically get the same answer. 

Mr. Givens. It is possible; yes. 

Senator Bennerr. Now you raise a question in my mind. Is it 
possible under the present ‘law for two patrolmen serving the same 
community in the same jurisdiction to make a different choice, so that 
one could choose to take the $5 subsistence allowance and the other 
choose not to take it? Or is that a decision of the ruling body of the 
jurisdiction ? 

Mr. Givens. I don’t know specifically, but I would assume that 
when the ruling body passed an ordinance or a law for the $5 subsist- 
ence, all the policemen would have to take it. 

Senator Bennerr. That is what I would say. 

Mr. Epens. I don’t believe he would have to claim it, if he doesn’t 
wish to avail himself of the exemption, he would return it all as gross 
income. 

Senator Bennerr. Wait a minute. You mean to say that the $5 is 
available to him by his choice either to accept as salary and make it 
subject to the withholding for his pension, or he can say, “No, I want 
$5 to come to me as subsistence,” in which case it becomes the choice 
of the individual rather than the community ? 

Mr. Givens. I think Mr. Edens was trying to say this, sir, that he 
would not have to report to the internal revenue service and claim the 
$5. He could report the whole amount, his salary plus the $5, as total 
gross income. 

Senator Bennerr. But that doesn’t affect the withdrawal for his 
pension ¢ 

Mr. Givens. No, sir. There are two different things. 

Senator Bennett. Because that is a deal between him and the local 
community, not between him and the internal revenue. 

Senator Kerr. Senator, I think the problem is being aggravated. 

Senator Bennett. I didn’t intend to do that. 

Senator Kerr. By provisions in local statutes which say that $5 per 
day of this amount shall be regarded as subsistence, which doesn’t 
change their salary, but which does give them an exemption to that 
amount in the Federal income tax under the provisions of the law as 
it now reads. 

Senator Bennert. And they still are able to apply the $5 subsist- 
ence in calculating their pension. 

Senator Kerr. Sure. 

Mr. Givens. Some may and some may not. 

Senator Kerr. Senator Douglas. 
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+ Senator Dovatas. I understand that you are saying that a $5 a day 


subsistence allowance for policemen should not be repealed; that is 
correct ? 


Mr. Givens. Yes, sir. 

Senator Doveras. At present this allowance applies even to police- 
men; am I correct in that ? 

Mr. Givens. Well, you used the term “policemen,” and I assume—— 

Senator Dove.as. Do you think this should be extended to firemen ? 

Mr. Givens. You are getting out of my category. 

Senator Dove.as. If we apply this to policemen, say that we shall 
continue to apply it to policemen, how could we deny it to firemen ? 

Mr. Givens. Well, the policeman is required to leave his post of 
duty and go to other jurisdictions, whereas the fireman would probably 
never be required to go out 

Senator Doveras. Senator Long has proposed that an allowance 
be granted only in those cases. And I understand that you have 
rejected that on the ground that you want to have the $5 apply during 
the entire time that the man was in the locality in which he is em- 
ployed. 

Let me ask you this: Are you in favor of applying it to firemen? 

Mr. Evens. I have not given it sufficient thought to answer you. 

Senator Dovetas. We have got to give it thought. What about 
building inspectors ? 

Mr. Evens. May I say this, this Senator 

Senator Doveras. No: I would like an answer to that question. 
What about building inspectors ? 

Mr. Givens. I would like to make this statement. I am here at the 
direction of the board of directors of the National Conference of 
Police Associations and they set the policy. I can’t go outside of that 
policy. 

Senator Doveras. We have to frame the public policy. Do I under- 
stand that you refuse to answer ? 

Mr. Givens. No, sir; I don’t refuse to answer, I just don’t have the 
answers. 

Senator Doveras. We have got to find the answer. What about 
municipal employees ? 

Mr. Givens. I would be glad to communicate with my board of 
directors and see what they have to say about it. 

Senator Doveras. What about municipal employees, are these to be 
a series of rhetorical questions addressed by me to you and to be met 
by stonv silence ? 

Mr. Grvens. No, sir. I don’t have the answers you are asking for. 

Senator Doveras. What about members of the FBI here in Wash- 
ing‘on who don’t travel, or members of the FBI out in the field ? 

Mr. Grvens. IT assume that they have—I don’t know, I am not ac- 
quainted with them 

Senator Doveras. Only to the extent the expenses are actually 
incurred. What about custom inspectors in New York and the other 
ports of entry of the United States? 

Mr. Givens. T don’t have the answers. Senator. 

Senator Doveras. What about collectors of internal revenue? 

Mr. Givens. I regret that I do not have the answers. 
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Senator Doveras. What about all municipal employees, all county 
employees, all State employees, all Federal employees, all private 
employees ¢ 

J have no more questions. 

Mr. Givens. I would like to have the privilege of filing a letter at 
a later date on section 2. 

The CuarrmMan. We will be glad to insert that in the record at the 
appropriate place (see p. 143). 

(The prepared statement of Mr. Givens is as follows :) 


STATEMNET OF Royce L. GIVENS, SECRETARY-TREASURER OF THE NATIONAL CON- 
FRENCE OF POLICE ASSOCIATIONS, OPPOSING SECTION 4 OF H. R. 8381 


Mr. Chairman, my name is Royce L. Givens, secretary-treasurer of the Na- 
tional Conference of Police Associations, representing over 135,000 police officers, 
consisting of city, county, and State police throughout the United States. 

Attached to this statement is a list of local and State police associations 
who are members of the National Conference of Police Associations. 

We are opposed to section 4 of H. R. 8381, now before your committee. 

In the report of this committee as well as the House committee on the 1954 
Internal Revenue Act, it was stated, “Your committee’s bill provides an exclusion 
from gross income, not to exceed $5 a day, for subsistence allowance paid to 
officers of a police department of a State, Territory, the District of Columbia, 
or a possession. There is no comparable exclusion under existing law. Your 
committee believes that this exclusion is desirable because State police officers 
are required to make frequent trips away from their posts of duty. Under 
present law these expenses cuanot be deducted if the police officer is to use the 
standard deduction.” 

Gentlemen, the same applies today. I would like to restate a part of the 
previous statement from your committee report. “* * * because State police 
officers are required to make frequent trips away from their post of duty.” 
Not only are State police required to make frequent trips away from their post 
of duty in 1954, but they are still required to do so. Also city and county 
police are required to make frequent trips away from their post of duty and 
jurisdiction. They are required to make trips to other jurisdictions to question 
persons suspected of committing a crime within their jurisdiction. 

The Honorable George Bell Timmerman, Sr., United States district judge for 
the eastern district of South Carolina, in commenting on the case of W. J. and 
Cleopatra Shirah, said, “* * * it is manifest that the Congress of the United 
States had some feeling for federally overtaxed police officers, who night and day 
are on duty to protect the lives and property of individual citizens and who run 
great risks in doing so.’ He further stated, ‘* * * plainly what Congress in- 
tended was to reduce taxes to be levied on the meager incomes of police officers.” 

We believe the honorable judge rendered a just decision for which we sincerely 
thank him. 

We are of the-opinion that all police officers are grossly underpaid and in this 
small way policemen are given further consideration for their hazardous labors. 

Gentlemen, just last week, during the snowstorm that hit the eastern part of 
the United States, the policeman was out there giving you the same protection as 
always. Remember, gentlemen, the Government closed down for 2 days. Did 
the police departments close down? No, sir; your policeman was out there mak- 
ing his rounds just the same as if it was a spring day. 

We respectfully request that you amend H. R. 8381 by striking out section 4. 

I thank you for the privilege of appearing here today. 
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MEMBER ASSOCIATIONS OF THE NATIONAL CONFERENCE OF POLICE ASSOCIATIONS 


California 
Patrolmen 

Los Angeles County Peace Officers’ Pro- 
tective Association 

Los Angeles Fire and Police Protective 
League 

Peace Officers’ Research Association of 
California 

San Diego Police Relief Association 

San Francisco Police Officers’ Associa- 
tion 

Welfare Association of Oakland Police 
Department 

Delaware Association of Police 

Policemen’s Association, District of 
Columbia 

United States National Zoological Park 
Police Association 

Chicago Patrolmen’s Association 

Policemen’s Benevolent & Protective 
Association of Illinois 

Policemen’s Benevolent & Protective 
Association of Peoria, Ill. 

Iowa State Policemen’s Association 

New Orleans Pension Board 

Massachusetts Police Association 

Baltimore City Police Association, Inc. 


Association of Highway 


Detroit Police Officers’ Association 

Detroit Police Lieutenants and Ser- 
geants Association 

Minneapolis Police Officers’ Federation 

Minneapolis Police Relief Association 

Duluth Police Pension Association 

St. Paul Police Relief Association 

Las Vegas Police Protective Association 

Reno Police Protective Association 

New Jersey State Patrolmen’s Benevo- 
lent Association 

Patrolmen’s Benevolent 
New York, N. Y. 

Police Conference State of New York 

Canal Zone Police Association 

Fort Worth Police Officers’ Association 

Galveston Municipal Police Association 

Houston Police Officers’ Association 

San Antonio Police Officers’ Association 

Texas Municipal Police Association 

Fairfax County (Va.) Police Associa- 
tion 

Milwaukee Police Officers’ Protective 
Association 

Police Retirement System of St. Louis, 
Mo. 


Association, 


The Cuarrman. I submit for the record at this point a letter from 
Mr. Gordon E. Brewer, civil-service counsel, American Federation of 
State, county and municipal employees, expressing the opposition of 


his union to section 4 also. 


Also a letter from Senator Edward J. Thye, expressing opposition 


to section 52. 


And also a telegram from R. K. Halstead president of the Virginia 
Beach Lodge of the Fraternal Order of Police. 
Also a letter from Tom Scarbrough, commissioner of public safety 


of the State of Mississippi. 


Also a letter from L. W. Hawkins, chairman, Board of County 


Commissioners, Twin Falls, Idaho. 


Also a telegram from Fred Abrams, chief of police of Jerome, 


Idaho. 


Also a telegram from Tony Skoro, Gem County, Idaho, and Paul 
Marsh, chief of police, Emmett, Idaho. 
Also a telegram from Edward G. Bailey, mayor of Mountain 


Home, Idaho. 


Also a telegram from Bill Bunn, Magic Valley Peace Officer As- 
sociation, by Fred Abrams, secretary. 
And a letter from Clark Hand, president of the Idaho Peace Of- 


ficers Association, Boise, Idaho. 
(The letters referred to follow :) 


AMERICAN FEDERATION OF STATE, COUNTY, AND MUNICIPAL EMPLOYEES, 


Senator Harry F. Byrp, 


Washington, D. C., February 24, 1958. 


Chairman, Senate Finance Committee, 
Senate Office Building, Washington, D. C. 

DeaR SENATOR ByrD: The American Federation of State, County, and Munic- 
ipal Employees, AFL-CIO, represents approximately 10,000 policemen through- 
out the county. We have in our federation a total of 74 police local unions and 
44 other locals with some police membership. 
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H. R. 8381, which is scheduled for hearing before your committee on Tuesday, 
February 25, is of considerable interest to our police members because of the 
provisions in section 4 which provide for the repeal of section 120 of the Internal 
Revenue Code relating to statutory subsistence allowances received by police- 
men. A hardship for many police officers will result from this legislation if it is 
enacted and our people are deeply concerned with this prospect. 

We are not opposed to H. R. 8381 in its entirely and only wish to be placed 
on record as being opposed to section 4. In case that section 4 is enacted, our 
police unions will have no choice but to go to their respective local legislative 
bodies and request salary increases to compensate for the loss which they will 
incur as a result of the removal of this section from the Internal Revenue Code. 
We do concede that if section 120 remains in the code there will be some loss of 
revenue to the Federal Government. Repeal of this section, however, will also 
result in a greater burden on the taxpayers insofar as local units of govern- 
ment, which are faced with an ever-increasing problem of finding revenue with 
which to operate, must raise additional funds for the increase of police salaries. 

I have taken the liberty of setting forth our view by letter since Mrs. Springer, 
clerk of your committee, has advised that she has many requests from various 
policemen asking for the opportunity to appear and be heard on this bill. We 
are cognizant of the time limitations which face the Senate Finance Committee, 
and if we can assist by presenting our view by letter, we are happy to do so. 

Thank you for your consideration of the views of our membership through- 
out the country on this matter. 

Very truly yours, 
Gordon E. Brewer, Civil Service Counsel. 


UNITED STATES SENATE, 
COMMITTEE ON APPROPRIATIONS, 
Washington, D. C., February 27, 1958. 
Hon. Harry F. Byrp, 
Chairman, Senate Committee on Finance, 
Washington, D.C. 

My Dear SENATOR: I regret that other committee business does not permit me 
to make a personal appearance before your committee in connection with its 
consideration of H. R. 8381. I feel that I must call to your attention, however, 
that section 52 of this bill causes me considerable concern. 

This section wold repeal section 1361 of the Internal Revenue Code which pro- 
vides an election for certain proprietorships and partnerships to be taxed as cor- 
porations. 

During the hearings on the tax problems of small business which were con- 
ducted by our Senate Select Committee on Small Business last fall, many wit- 
nesses expressed the wish that they might exercise this election provided in 
section 1361. They have not been able to do so because although 314 years 
have passed since the enactment of section 1361, administrative regulations 
have not been promulgated by the Secretary of the Treasury. It is apparent 
that the ineffectiveness of this section can be ascribed to the failure of the 
Treasury to promulgate regulations under section 1361. 

Section 1361 of the code should not be repealed and therefore I hope that 
your committee will give serious consideration to removing section 52 from 
H. R. 8381 which is presently before you for consideration. 

Although the intent of Congress as expressed in section 1361 would be suf- 
ficient basis for my concern, I feel that I should also point out that its repeal 
would be inconsistent with legislation which I have cosponsored during both 
sessions of this Congress. I hope to have the opportunity to appear before 
you committee in the near future to testify in behalf of 8S. 3194 which was in- 
troduced this session by Senator Sparkman and sponsored by 35 other Members 
of the Senate, including myself. A provision in that bill would permit certain 
corporations to be taxed as partnerships and it is intended to complement sec- 
tion 1361 of the code. Witnesses who appeared before our Small Business Com- 
mittee tax hearings urge the implementation of section 1361 and the enactment 
of this other proposed election. 

Finally, I would like to point out that H. R. 8381 is directed to the amend- 
ment or repeal of sections of the code which result in unintended tax benefits. 
It would see to me that section 1361 of the code is not properly included in this 
bill. It is a section which was specifically intended by Congress, and the fact 
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that it has not been used should not require its repeal. If proper regulations derful 
are promulgated, small-business men throughout the Nation will be afforded an missed 
opportunity to use a tax election which was provided them by Congress. Best 
My kindest regards. | 
Sincerely yours, 


Epwarp J. THYE, 
United States Senator. 


VIRGINIA BEAcH, VA., February 28, 1958. 
Hon. Harry F. Byrp, 
Chairman, Senate Finance Committee, Hon. F 
Member of Congress, Washington, D.C.: Ur 


Congratulations on your decision. The Virginia Beach Lodge of the Fraternal 
Order of Police requests that the committee reject section 4 of H. R. 8381. DEA) 
Sincerely, Comm: 
R. K. HatstTeap, 8381. 
President, Virginia Beach Lodge No.7. tirety 
vides 1 
to exct 
STATE OF MISSISSIPPI, filing I 
DEPARTMENT OF PUBLIC SAFETY, Depart 
Jackson, Miss., February 24, 1958. amend 
Senator Harry Byrp, in que 
Chairman, Senate Finance Committee, resolut 
Washington, D.C. much : 

DeaR SENATOR Byrd: I am writing you this letter to protest section 4 of As ¢ 
H. R. 8381, which proposes to tax all enforcement officers’ expense accounts. As typical 
commissioner of public safety of Mississippi, and president of the Tennessee- genera 
Mississippi Sheriffs and Peace Officers’ Association, I am speaking for a very availal 
large group of law enforcement officers of whom all oppose the passage of this it 1s U 
section of the law. prejud 

I feel our Mississippi highway patrolmen are representativese of a good T he 
average of police forces throughout the United States. Our minimum pay at tainly 
present is $250 per month. The maximum for officers who are qualified as in- mate ¢ 
vestigators is $350 per month. In addition to the aforementioned salary, our sibility 
officers receive $3.50 per day for meal allowances. They are required to be on comm! 
duty 12 hours per day. They are allowed 4 days off each month. If the pro- tion 4 
posed section of the law, which has already passed Congress, is enacted into its def 
law, it will cost our men, in addition to what they are now paying, from $300 
to $400 each per year, which they are not able to pay. 

Our officers are already underpaid according to the salaries paid to employees 
of other occupations of similar qualifications. If this bill is permitted to pass, Hon. } 
I feel it will be detrimental to good law enforcement. I believe we will have U 
quite a few of our best officers resign to seek more profitable employment, be- w 
cause of their inability to support themselves and families on what they will be ne 
earning. cOCun 

I am quite sure a great majority of officers in America are not abusing this depart 
section of the law which we are opposing. However, we do not object to having will st 
set by our Congress a maximum and minimum amount of expense which an 
officer is allowed, in order to halt any misuse which is now practiced, perhaps, 
by a few unscrupulous officers. 

In view of the tremendous increase in crime throughout America, and know- 
ing first hand our local officers must cope with this problem, of which I am 
sure you are most cognizant, I earnestly urge you to assist all good law enforce- 
ment officers in opposing this bill, as I sincerely believe to tax the meager ex- 
pense accounts officers are allowed would be undermining good law enforcement. 

We officers are not financially able to come to Washington to lobby against 
this bill. We do believe our United States Senators will do what is fair for us 
if they are informed as to our needs. I sincerely hope and trust you can see 
fit to oppose this bill, which I believe if passed will seriously jeopardize good 
law enforcement. 

I would also like to take this opportunity to express my regrets in that you 
have made the decision not to run for reelection again. You have been a won- 
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derful Senator for the whole United States, and you are going to be seriously 
missed. 
Best wishes and kindest regards, I am, 
Sincerely yours, 
Tom ScaRBROUGH, 
Commissioner of Public Safety. 


Twin Fatits County Boarp or CouNTy COMMISSIONERS, 
Twin Falls, Idaho, February 7, 1958. 
Hon. FRANK CHURCH, 
United States Senator, 
Senate Office Building, Washington, D. C. 


DEAR SENATOR: It has recently come to the attention of the Twin Falls County 
Commissioners that there is now pending before Congress, House Resolution No. 
8381. We understand that section 4 of this resolution would repeal in its en- 
tirety section 120 of the 1954 Internal Revenue Code which, in substance, pro- 
vides that any statutory subsistence allowance received by a peace officer, not 
to exceed $5 per day, need not be included as income by the peace officer upon 
filing his Federal tax return. We are also aware that the United States Treasury 
Department has proposed that this section of the Internal Revenue Code be 
amended so as to make it applicable only in cases where the subsistence amount 
in question is specifically so designated by appropriate statute, ordinance, or 
resolution. Obviously, and perhaps needless to say, the House resolution goes 
much further than the Treasury Department proposal. 

As each of you must be keenly aware, the current financial status of the 
typical peace officer in the State of Idaho is not good; in fact, the need for 
general salary increases in this area is most serious. With the limited funds 
available to most jurisdictions compensating law-enforcement officials in Idaho, 
it is urgent and in the interest of the public that nothing be done further to 
prejudice the Idaho peace officer’s financial status. 

The proposed change in section 120 of the Internal Revenue Code would cer- 
tainly be damaging to many officers. Such a change would eliminate a legiti- 
mate deduction or exemption for many, and for others would foreclose the pos- 
sibility of obtaining the same. Therefore, on behalf of the Twin Falls County 
commissioners we are requesting that you personally take an interest in sec- 
tion 4 of House Resolution No. 8381 and do all within your power to bring about 
its defeat. 

L. W. HAWKINS, Chairman. 


JEROME, IDAHO, February 7, 1958. 
Hon. FRANK CHURCH, 
United States Senate, Washington, D. C.: 

We of the Jerome police department join with the other peace officers in 
recommending your opposition to section 4 of H. R. 8381. We of the police 
departments in Idaho are feeling the pinch of taxation and any slight relief 
will surely be appreciated. 

FRED ABRAMS, 
Chief of Police, Jerome Police Department. 


EMMETT, IDAHO, February 6, 1958. 
FRANK CHURCH, 
United States Senator, Washington, D.C.: 
Vote “No” on section 4 of House bill 8381. 
Tony SKORO, 
Gem County Sheriff, 
PAuL MARSH, 
Chief of Police, Emmett. 
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MountTAIN Home, Ipano, February 7, 1958. 
FRANK CHURCH, 
United States Senator, Washington, D. C.: 

Re H. R. 8381, peace officers per diem in lieu of subsistence exempt for income- 
tax purpose. We are protesting any change in section 120. Further informa- 
tion will reach you. 

EpwIn G. BAILEy, 
Mayor, Mountain Home, Idaho. 


JEROME, IDAHO, February 7, 1958. 
Hon. Frank CHURCH, 
United States Senate, Washington, D. C.: 

We of the Magic Valley Peace Officers Association strongly recommend your 
opposition to section 4 of H. R. 8381 insofar as the same proposes abolition of 
section 120, 1954 Internal Revenue Code. Salary scales for police in Idaho make 
it imperative that a slight relief of section 120, 1954 Internal Revenue Code, will 
remain in effect. 

Britt BuNN, 
President, Magic Valley Peace Officers Association, 
By FRep ABRAMS, 
Secretary. 


IDAHO PEACE OFFICERS ASSOCIATION, 
Boise, Idaho, February 5, 1958. 
Hon. FrRanK CHURCH, 
United States Senator, 
Washington, D. C. 

DEAR SENATOR: It has recently come to the attention of the Idaho Peace 
Officers Association that there is now pending before Congress H, R. 8381. We 
understand that section 4 of this bill would repeal in its entirety section 120 of 
the 1954 Internal Revenue Code which, in substance, provides that any statutory 
subsistence allowance received by a peace officer, not to exceed $5 per day, need 
not be included as income by the peace officer upon filing his Federal tax return. 
We are also aware that the United States Treasury Department has proposed 
that this section of the Internal Revenue Code be amended so as to make it ap- 
plicable only in cases where the subsistence amount in question is specifically 
so designated by appropriate statute, ordinance or resolution. Obviously, and 
perhaps needless to say, the bill goes much further than the Treasury Depart- 
ment proposal. 

As each of you must be keenly aware, the current financial status of the typical 
peace officer in the State of Idaho is not good; in fact, the need for general salary 
increases in this area is most serious. With the limited funds available to 
most jurisdictions compensating law enforcement officials in Idaho, it is urgent 
and in the interest of the public that nothing be done further to prejudice the 
Idaho Peace Officers financial status. 

The proposed change in section 120 of the Internal Revenue Code would cer- 
tainly be damaging to many officers. Such a change would eliminate a legitimate 
deduction or exemption for many, and for others would foreclose the possibility 
of obtaining the same. Therefore, on behalf of the approximately 1,000 mem- 
bers of the Idaho Peace Officers Association, we are requesting that you per- 
sonally take an interest in section 4 of H. R. 8381 and do all within your power 
to bring about its defeat. 

Lt. CLARK HAND, President. 


The Cuatrman. The next witness is Mr. Timothy F. X. Sullivan, 
certified public accountant Quakertown, Pa. 


STATEMENT OF TIMOTHY F. X. SULLIVAN, CERTIFIED PUBLIC 
ACCOUNTANT, QUAKERTOWN, PA. 


The CuatrMan. Please proceed. 
Mr. Sutiivan. Thank you, Mr. Chairman and members of the 
committee. 
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Since the particular section, section 52 of H. R. 8381 which I am go- 
ing to discuss this morning, was so ably covered by Senator John 
Sparkman of Alabama yesterday, I will try not to be repetitive. 

Section 1361 of the Internal Revenue Code of 1954 permits certain 
proprietorships and partnerships having 50 or less members to elect 
to be subject to income taxes as a domestic corporation. 

In the report of the Committee on Ways and Means, dated July 9, 
1957, on section 52 of H. R. 8381, the reasons given for the repeal are: 

(1) Administrative problems. 

(2) The section as resulted in complexities such as the treatment 
of undistributed profits upon the section 1361 company reverting to 
a sole proprietorship or partnership. 

The report further states that the repeal of this subchapter would 
result in an increase in revenue over the long run but is of such a 
nature that estimates of the current revenue gain from this provision 
cannot be made. 

This provision would repeal section 1361, effective with respect to 
taxable years beginning after December 31, 1957. In addition, no 
election could be made to come under section 1361 for any taxable 
year ending after June 30, 1957. 

We feel that the reasons given for the repeal of subchapter R of 
chapter 1 are not valid. 

We fail to see why administrative problems can be considered a 
good reason for repeal. It is our understanding that administrative 
problems are quite common in day-to-day operation of any agency or 
business. 

We feel that the complexities and the confusion can be eliminated 
by the issuance of regulations to the code section which treat section 
1361 companies as though they were in fact corporations, as the code 
intended they are. 

We cannot agree with the thought that repeal would result in an 
increase in revenue over the long run. We feel that the result would 
be very likely the opposite since section 1361 companies are not sub- 
ject in some States to State income taxes while real corporations are, 
and since State income taxes are deductible before arriving at net 
profit subject to Federal income tax the resulting Federal revenue 
would be somewhat lower. 

It appears that there is some authoritative thinking that is some- 
what in contravention to a repeal of this section. 

The Internal Revenue Service, according to Technical Information 
Release No. 61, dated October 10, 1957, has modified its position with 
respect to classification for Federal income-tax purposes of groups 
of doctors practicing medicine and other professional groups. 

This release is contrary to the position of the Service maintained 
in an earlier Revenue Ruling 56-23 wherein the Service held that asso- 
ciations of doctors and other professional groups would not be treated 
as corporations for Federal tax purposes. 

The Service in the technical information release states that tests 
will be applied in determining whether a particular organization of 
doctors or other professional group has more of a criteria of a corpo- 
ration than a partnership. 

We infer from this that unincorporated professional groups would, 
if they meet certain tests, be able to file as corporations for purposes 
of Federal income tax. 
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The small-business tax adjustment bill of 1958, S. 3194, among other 
provisions, would permit corporations with only one class of stoc k, 
and with no foreign stockholders, to elect to be taxed as partnerships 
(except for self-employment tax purposes). The bill further states 
this election would be for a period of 4 years, and that partnerships 
and sole proprietorships which elect to be taxed as corporations under 
existing code section 1361 would make the election also for a 4-year 
period “instead of indefinitely and this change would be retroactive 
to 1954 and later years. 

We oppose the inclusion of section 52 in the technical amendments 
bill of i. for the following reasons: 

(1) Taxpayers who have exercised their privilege under section 

1361 have planned their business operations on the basis that they 
would be paying their income taxes at corporate rates. They have 
budgeted their operations, especially in connection with expansion, 
giving weight to their estimated income taxes, which naturally are 
a re factor in any successful business enterprise. 

(2) The said section 52 does not spell out in any detail what the 
tax consequences would be to a section 1361 company upon its (see. 
1361) repeal. This in turn would bring about costly litigation and 
it might well be many years before their tax status would be clear ly 
defined as a result of the repeal. 

(3) The effective dates in section 52 create a lame-duck period 
since a calendar year section 1361 company as of January 1, 1958, 
would be operating under a cloud as to its tax status. 

(4) The administrative problems cited in the report of the Com- 
mittee on Ways and Means are not the fault of the taxpayers who 
would suffer by the repeal of section 1361, since some of the section 
1361 companies would have incorporated their businesses in recent 
years had section 1361 never come into being. 

(5) Section 1361 is an equitable section. It has removed the 
inequity whereby certain types of businesses could incorporate in 
some States and therefore had an unfair Federal tax advantage over 
those businesses who were not allowed to incorporate due to certain 
State laws. 

In summary, we feel that section 52 should either be eliminated 
from the bill or broadened to cover the exceptions taken above and 
allow a section 1361 company to convert to a real corporation or to 
its original status at any time during 1958 without any tax conse 
quences, because of the conversion, to the individual taxpayers in- 
volved, the section 1361 company itself, or the newly created 
corporation, if any. 

We wish to thank the committee for giving us this opportunity 
to express. our views. 

The Cuatrman. Thank you very much, Mr. Sullivan. 

Are there any questions? 


Thank you. 


(The following letter was subsequently received for the record :) 


QUAKERTOWN, PA., March 3, 1958. 
Mrs. ELIzABETH B. SPRINGER, 
Chief Clerk, Senate Committee on Finance, 
Washington, D. C. 
Dear Mrs. Sprincer: We return copy of testimony with corrections. 
In connection with the statement of Dan Throop Smith, Deputy to the 
Secretary of the Treasury, before the committee on February 25, 1958, we note 
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that in regard to section 52 of H. R. 8381 he has included said section under 
his exhibit headed “Provisions Which Remove Unintended Benefits.” 

However we fail to find in the particular paragraph relating to said section 
a statement of any unintended benefits. 

We would appreciate it if the above would be added to our testimony. 

Thank you. 

Very sincerely yours, 
TimotTHy F. X. SULLIVAN, 


The Cuarrman. I submit for the record two letters received from 
the Goodwill Industries, one signed by Mr. Robert C. Adair, of St. 
Petersburg, Fla., and the other by Mr. P. J. Trevethan. 

(The letters referred to follow :) 


GOODWILL INDUSTRIES, 
St. Petersburg, Fla., February 20, 1958. 
SENATOR Harry F. Byrp, 
Senate Office Building, Washington, D. C. 

DEAR SENATOR Byrp: I am writing you, as chairman of the Senate Finance 
Committee, in regard to bill H. R. 8381, which has passed the House and is now 
before the Senate committee. 

This provides for additional information being required of charitable agencies, 
donations to which are exempt from income tax. 

Under this bill I notice that a subsection (8) would be added to section 6033 
(b), which would read, “the total of the contributions and gifts received by it 
during the year.” 

I am sure the purpose of this bill is to have all organizations such as ours 
show the total amount of money that has been contributed to it during the 
previous year. This, of course, we would be glad to furnish. 

It has been called to my attention, however, that “contributions and gifts” 
has been interpreted to mean not only those of money but also of materials; 
with this, our organization—Goodwill Industries—would have a bit of difficulty, 

I represent just 1 of the 122 Goodwill Industries in the United States. We 
now have 67,000 families in this area who save materials for us; we have 11 
trucks busy all the time collecting these donations and bringing them into our 
plant. We also have a gigantic Rotary-Boy Scout clothing drive the first week 
in December and last year we received over 79,000 bags of clothing in 1 
afternoon. 

To count these articles or to classify them would be almost impossible, and 
to place a value on each one in the condition in which it is received would not 
only be a tremendous amount of work but would be very inaccurate; there are 
no two articles received that are the same. 

From an accounting standpoint, we list all materials on hand at a value of 
$1, as we have never been able to find any method of evaluating these items 
that would be even close to accurate. 

As you likely know, Goodwill Industries reconditions all these articles by 
giving work to handicapped people. The finished articles are then sold in our 
Goodwill stores; the money received pays the wages of these employees, buys 
some of the supplies and care for a part of the overhead expense. Overall, 
we are about 90 percent self-supporting; the other 10 percent is received from 
United Givers, individual gifts from friends, foundations, ete. 

If this wording in item 8 could be changed to “the total of cash contributions 
and gifts” or in some way eliminate this difficulty, it would be of great help 
to us. 

If additional help is needed in regard to this, I will be glad to have you 
contact me or Mr. John C. Harmon, Jr., of Goodwill Industries of America, 122 
20th Street NW., Washington, D. C, 

My thanks to you, Senator Byrd, in clarifying this proposed bill so it will not 
include the requirement of placing a value upon donated materials. 

Rosert C, ADAIR, 
Executive Director. 
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GoopWILL INDUSTRIES OF AMERICA, INC., 
Washington, D. C., February 28, 1958. 
Hon. Harry F. Byrp, 
Chairman, Senate Finance Committee, 
Washington, D. C. 

My Dear SENATOR Byrp: This letter is written on behalf of 118 Goodwill 
Industries throughout the country. It is concerned with H. R. 8381, which is now 
before your committee. 

It has come to our attention that H. R. 8381 would amend the Internal Revenue 
Code of 1954 to add subsection (8) to section 6033 (b) (p. 76, line 24-25), “the 
total of the contributions and gifts received by it during the year.” This, of 
course, would require this additional information to be provided in form 990A 
annually by exempt organizations defined in section 501 (c) (3) of the code, 

Goodwill Industries receive charitable contributions in two forms, money and 
used materials (clothing, furniture, and other personal property). The above 
referred to amendment poses no problem in reporting money. In fact, we are 
glad to comply with such a requirement. But it will work a considerable hard- 
ship if Goodwill Industries are required to appraise the value of the donated 
material at the time of the gift. 

At the present, the donor desiring income-tax exemption for donations made 
to Goodwill Industries of used material is responsible for making any appraisal 
of value. Goodwill Industries only acknowledges the receipt of designated 
material. 

We want to recognize that deductibility of materials as charitable contribu- 
tions for individual and corporation income-tax purposes has been a definite 
incentive for more contributions. It encourages the donation of the best “repair- 
able material” which provides the type of work assignment necessary for better 
rehabilitation evaluation and training of the handicapped. This used material 
made possible rehabilitation services and employment for over 30,000 handicapped 
people during 1957. 

In 1956, the handicapped workers in Goodwill Industries paid Federal income 
taxes amounting to $1,440,805 and social-security taxes amounting to $337,707. 
The 1957 amount, now being accumulated, will be about 16 percent higher. 

The problem of individual Goodwill Industries under the H. R. 8381 language 
is to arrive at a reasonably accurate figure representing the total contribution 

of materials. The appraisal and accounting cost involved in meeting this 
proposed requirement would divert money otherwise available for services by 
Goodwill Industries to the handicapped. We are, therefore, calling the matter 
to the attention of the committee in the hope that some way can be found to 


avoid the necessity of reporting on the value of secondhand materials essential 
for the maintenance of our program. 


If additional information is needed, please advise us. 
Respectfully, 


P. J. TREVETHAN. 
The Cuarrman. The next witness is Mr. Richard P. Momsen, direc- 
tor of the American Chamber of Commerce of Brazil. 


STATEMENT OF RICHARD P. MOMSEN, REPRESENTING AMERICAN 
CHAMBERS OF COMMERCE FOR BRAZIL 


Mr. Momsen. Mr. Chairman and gentlemen, I wish to thank you for 
the opportunity of speaking on behalf of the American Chambers of 
Commerce for Brazil, which are located in the cities of Rio de Janiero 
and Sao Paulo. 

As a resident of Brazil since 1913 I have been a member of both 
chambers since their inception and have held various offices including 
the presidency of the Rio Chamber, and of which I am now a director. 
The chambers have been of inestimable value in promoting business 
relations and in strengthening the friendly commercial and cultural 
ties between Brazil and the United States. 
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Before proceeding, I wish to say that I have just seen a copy of the 
Senate version of the bill H. R. 8381, which differs in two respects 
from the House version, and the reference E in my statement. 

The first is that section 61 has been renumbered 60 and the title has 
been changed from the Technical Amendments Act of 1957 to the 
Technical Amendments Act of 1958. 

Our members view with apprehension the provisions of section 61 
of H. R. 8381 whereby American citizens residing abroad will in the 
future be required to file income tax returns if their gross income is 
$600 or more including earned income from sources outside the United 
States. 

Since 1926 earned income of nonresident citizens has been excluded 
from reportable income—the bill now proposes to label it as deductible 
income so that even though such earned income will continue to enjoy 
exemption, it will have to ) be reported. 

Permit me, first of all, to call the committee’s attention to the fact 
that the bill is entitled “Technical Amendments Act of 1957” and that 
section 61 on which I am speaking provides that that section will apply 
to taxable years beginning Dec ember 31, 1956. 

With returns for 1957 due to be filed up to April 15 or only 6 weeks 
from now it will be physically impossible for American citizens im 
distant lands to comply with this provision. 

I earnestly suggest that the appl cation of section 61, if finally en- 
acted, be postponed for at least 1 ye: 

In the short time available to me ‘it will only be possible to briefly 
mention some of the objections which our members find to the proposed 
legislation. 

‘L. Most citizens abroad work for American companies which are in 
a position to and do keep their nonresident employees informed re- 

garding their United States tax obligations. The information con- 
cer ning their income is already available to the Internal Revenue Serv- 
ice in this country and the proposed requirement for them to file 
retur ns on nontaxable income would appear to be superfluous. 

In cases where a citizen’s entire income is earned income abroad 
we ‘will be required to file a return though no tax will be due. <Al- 
though one cannot argue inconvenience as an objection it is very 
doubtful whether the slight additional revenue which the Government 
might obtain, revenue which would be due irrespective of the proposed 
amendment to the code, would compensate for the additional paper- 
work required of both the taxpayers and the Government in the prep- 
aration, filing, and review of such returns. 

3. In many countries there is censorship of mail, sometimes official, 
other times unofficial. There is a growing resentment abroad against 
the policy of the United States which levi ies income taxes on sources 
outside the United States. Foreign censorship of thousands of re- 
turns, without any tax benefit to the United States, will certainly place 
much desired information on this subject in the hands of inquisitive 
foreign governments. 

4. In the opinion of our chamber, tax evasion by citizens deriving 
income abroad is at the most insignificant. If such cases do exist any 
deliberate, evasion would not be eliminated by this bill. It would 
however put a burden on the innocent tax-exempt individuals requir- 
ing them to file returns with no compensating results to the Treasury. 
22196—58——23 
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5. In the case of a married taxpayer, involving a joint return, this 
proposal will in many instances be burdensome when one party is in 
this country or traveling and both signatures are required within the 
statutory period. 

6. Much has been written and said in both the legislative and execu- 
tive branches of our Government concerning legislation to encourage 
business and investment abroad through tax incentives. The trend 
has been in that direction but it appears to us that any course of action 
such as the proposed provisions contradict that trend and would dis- 
courage our citizens from foreign undertakings. 

7. Inasmuch as the bill under discussion does not specifically pro- 
pose to change the tax treatment on the earned income abroad of non- 
resident citizens it is perhaps improper to argue this point but I can- 
not refrain from saying that there is a feeling in our communities in 
foreign countries that the proposal may lead to further measures 
limiting the present exemption which would place Americans abroad 
on an even more unequal basis with their European and native com- 
petitors and do grave harm to our foreign-trade investments. 

8. As an alternative to the proposed legislation our chambers are 
of the opinion that the same results could be achieved by requiring 
American citizens with no unearned income abroad to file a statement 
at the nearest American consulate to the effect that only earned (non- 
taxable) income has been received. 

Consular officers, under instructions to be issued by the Treasury 
Department through the State Department, could be further em- 
powered to make suitable inquiries and to assist in reporting any tax 
deficiencies or other problems arising. 


In conclusion I wish to state that I have received a cablegram from 
Brazil that the chambers of commerce are airmailing a more detailed 
statement to Chairman Senator Byrd and I respectfully request that 
that communication be inserted in the printed hearings. 

I thank you. 

The CuHamman. Without objection the insertion will be made. 

(The statement referred to is as follows :) 


THE AMERICAN CHAMBER OF COMMERCE FOR BRAZIL, 
Sdo Paulo, February 25, 1958. 
The CHAIRMAN AND MEMBERS, 
Committee on Finance, United States Senate, 
Washington, D. C. 


Gentlemen: It is with considerable concern that the members of this chamber 
have learned of the approval by the House of Representatives of section 61 of H. 
R. 8381, whereby all United States citizens having income from services rendered 
abroad are required to file returns each year of their gross income, earned and 
unearned if in excess of $600 per year, income earned outside the United States 
of America being considered as a deduction rather than as an exclusion as 
heretofore. 

The proposed change was mentioned in section 11 of a report submitted by 
the staffs of the Joint Committee on Internal Revenue Taxation and the Treasury 
Department to the Subcommittee on Internal Revenue Taxation, Committee on 
Ways and Means, House of Representatives, copy of which is attached hereto. 

The members of this chamber are naturally sympathetic with the endeavors 
of the administration to insure that all taxpayers should meet their legal obli- 
gations, but feel very strongly that any measures taken toward attaining that 
objective should be reasonable—that is to say that the burden or inconvenience 
placed on the taxpayer should not be disproportionate to the eventual benefit 
to the Treasury. We consider that section 61 of H. R. 8381 as it now stands 
is objectionable and we feel it our duty respectfully to place before the com- 
mittee our thoughts on this matter in as concise a form as possible. 
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1. Distinction must be made between bona fide nonresident United States 
citizens earning income abroad and those United States citizens who are absent 
from the United States of America 17 out of 18 months and who are more 
directly under the control of the revenue officials. Most of the difficulties aris- 
ing in connection with the reporting of earned income (as enumerated in the 
‘report by the Joint Committee) apply exclusively to temporary absentees from 
the United States of America. We do not feel that there is room for misunder- 
standing to anything like the same extent on the part of bona fide nonresidents 
and it is their interests with which we are very much concerned. 

With due recognition of the important contributions made by the United 
States Government through foreign aid and technical cooperation programs, 
publications, etc., toward the furthering of good relations with foreign nationals, 
it is generally accepted that the most effective means to that end are through 
the personal contacts of the American firms individual employees and their 
families established abroad. It is our belief that the inconveniences which 
would be created in connection with the reporting of all income earned abroad 
by nonresident citizens would constitute discouragement to foreign service, the 
eventual result of which might well be an appreciable reduction of the numbers 
of Americans working abroad. In consequence, to maintain the same degree 
of goodwill in foreign countries, the United States Government would have to 
increase very considerably the amounts allocated to the foreign aid and propa- 
ganda programs; even if this were done, there is some doubt as to whether the 
same result could be achieved. 

From another angle, any roadblocks in the path of adequately staffing United 
States enterprises with American personnel would greatly harm the foreign- 
trade program which is so vitally important for the United States. 

2. The reporting of income earned abroad by United States bona fide non- 
resident citizens would furnish to governments which maintain a censorship 
of mail information regarding United States business and personnel practices 
permitting them to compile dossiers on United States citizens which might be 
used to their detriment. 

In consequence, United States citizens resident abroad and the United States 
enterprises for whom they work, would be placed in a disadvantageous position 
as compared with other foreign enterprises and their foreign employees none 
of whom, to the best of our knowledge, are required to file such returns. 

3. Dissimilarity between United States of America and foreign tax laws 
would create confusion in preparing returns of earned income. The filing of 
joint returns where appropriate, would also create difficulties since service 
abroad frequently involves separation of husband and wife for extended periods 
of time. 

4. The handling and auditing of returns, if all earned income were reported, 
would of course impose a tremendously increased burden on the Internal Reve- 
nue Service. 

5. The great majority of United States citizens residing abroad are employed 
by large United States enterprises and in such cases full information regarding 
their incomes earned abroad (and in the United States) may readily be made 
available by the principals to the Internal Revenue Service. 

Even so, because of the great variety of compensation patterns adopted by 
United States companies operating abroad, no uniform method of reporting 
could be established for earned income. Employees may be paid entirely in 
local currency, or in dollars, or part in one currency and part in the. other, 
different rates of exchange being applied. “Fringe benefits” vary considerably 
between companies particularly in respect of allowances for education, travel- 
ing, housing, cost of living, etc. If the figures reported were required for 
statistical or other purposes, such variations in compensation would make the 
returns filed of little value. 

6. With regard to alternative measures which might be taken to satisfy the 
revenue officials each year that there have been no cases of failure on the part 
of bona fide nonresident United States citizens to report taxable income, this 
chamber suggests for consideration the adoption of the following procedure: 

(a) That all United States citizens bona fide residents abroad who do not 
report unearned income under existing law, be required to file each year a 
statement to the effect that they had no unearned income in excess of the 
legal exemption during the previous fiscal year. 

(0) That each United States citizen bona fide resident abroad shall 
append to his return of unearned income or to his statement of no unearned 

income each year a signed statement that he was a bona fide resident of a 
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foreign country during the full taxable year, and that his earned income was 
for personal services rendered outside the United States, and that it was 
not paid in whole or in part by the United States Government or one of its 
agents or instrumentalities. 
The members of this chamber submit the foregoing objections to section 61 of 
H. R. 8381 with the earnest request that they be given full consideration by the 
Committee on Finance of the Senate. 


Respectfully yours, 
AMERICAN CHAMBERS OF COMMERCE FOR BRAziL 


In Rio DE JANEIRO AND SAO Pavto, 
H. Minton MouLeEr, 
President, Rio de Janeiro. 
Frank L. McCrure, 
President, Sdo Paulo. 


Extract From Report SUBMITTED BY THE STAFFS OF THE JOINT COMMITTEE ON 
INTERNAL REVENUE TAXATION AND THE TREASURY DEPARTMENT TO THE Sus- 
COMMITTEE ON INTERNAL REVENUE TAXATION, COMMITTEE OF WAYS AND MEANS, 
House oF REPRESENTATIVES 


“11. Deductions rather than exclusions for income earned abroad : 

“Present law provides an exclusion from United States tax for income earned 
abroad in the case of United States citizens who are bona fide residents of a for- 
eign country and an exclusion of up to $20,000 a year for United States citizens 
who are abroad for 17 out of 18 months. Because an “exclusion,” as distinct 
from a “deduction,” is provided for the above types of income, it not only is free 
of tax but also need not be reported for tax purposes, even though a citizen is 
otherwise required to file a return. However, some citizens mistakenly assume 
the exclusion applies no matter how short a time they are abroad. In addition 
other forms of income of United States citizens who are abroad are subject to 
United States tax (although with a credit for foreign taxes in the case of in- 
come derived abroad). This includes investment income, income from a tax- 
payers’ business to the extent it is attributable to capital and not personal 
efforts, income from personal services rendered in United States, and income 
from personal services rendered in a foreign country to the extent it is in excess 
of $20,000 in the case of a citizen abroad for 17 out of 18 months but not a bona 
fide foreign resident. In all of these cases, in addition to some tax evasion, there 
is confusion among taxpayers as to whether the exclusion is applicable. More- 
over, where taxpayers believe the exclusion to be applicable, they report no in- 
formation relative to the income, which means that the Internal Revenue Service 
does not have an adequate basis of information to determine whether the exclu- 
sion is properly applied.” 


(The following communications relating to this subject were subse- 
quently received for the record :) 


AMERICAN CHAMBER OF COMMERCE IN LONDON 
Adelphi London, W. C. 2, February 25, 1958. 
Subject: H. R. 8381. 


Senator Harry F.. Byrn, 
Chairman of the Senate Committee on Finance, 
Washington, D. C. 


Dear SENATOR Byrp: On April 12, 1957, the American Chamber of Commerce 
in London addressed a letter to the then Chairman of the Ways and Means 
Committee of the House expressing their views on a proposed change in the 
Internal Revenue Code which, if adopted, would have treated the foreign 
earnings of American citizens as deductible rather than excludible from their 
income. 

We now have learned that the above-mentioned bill, H. R. 8381, is now under 
consideration by your committee from which we understand the new proposals 
will require any American citizen having income from services rendered abroad 
to file a return if his gross income, including such income from abroad, equals 
$600 per year. 

We trust we may be permitted to high-point a few items in this regard and that 
we may respectfully submit that the proposed change is unwarranted and 
undesirable on the following grounds. 
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1. The proposed change would burden most American taxpayers overseas with 
a meaningless reporting responsibility 


The proposed change is not intended to result in any increase in the amount 
of United States tax due from such taxpayers. The purpose of this change 
is, it seems clear, informational only. American taxpayers who earn their 
livelihood abroad are to be asked in great numbers to assume the considerable 
burden of filing information returns for the United States Treasury. We submit 
that the burdens to be placed on these taxpayers are not worth ostensible ad- 
vantage the Treasury thinks will be gained by this proposal. 

If the testimony of Commissioners Andrews, Delk, and Harrington before 
the Appropriations Committee is understood correctly, the basic problem that 
has been worrying the Internal Revenue Service with respect to American 
taxpayers overseas is the apparent evasion of tax by a few wealthy Americans 
who have taken refuge in the Rivieras of the world to enjoy an income tax 
sanctuary free of the long arm of the United States tax collector. (See, e. g., 
hearings before the Subcommittee on Appropriations, Treasury-Post Office De- 
partments Appropriations for 1957, 84th Cong., 2d sess., pp. 455-456; same for 
1956, 84th Cong., Ist sess., p. 694Q.) In one part of his testimony, Assistant 
Commissioner Delk called the committee’s attention to an American who lived 
abroad for many years with a net worth of $200 million who had never filed a 
United States tax return although clearly he should have done so. (See hear- 
ings for 1956, supra, p. 498-499.) 3ut this type of spectacular tax evasion is 
not typical—indeed, it is in decided contrast to—the activity and conduct of 
relatively low income, industrious American citizens who reside abroad in capaci- 
ties as humble and varied as oilfield supervisors, bank clerks, commission agents, 
teachers, missionaries, and point 4 technicians. 

It is apparent, moreover, that this proposed change, applicable to all citizens 
residing abroad, will not in any wise inhibit the tax evasion activities of a few 
wealthy expatriates. Already, these people are in almost all cases required to 
file United States tax returns, since all types of investment income, including in- 
come from a taxpayer's busines to the extent that it is attributable to capital, 
must be reported for United States tax purposes. The problem of the Internal 
Revenue Service with respect to overseas taxpayers is seen to be essentially that 
of evasion on the part of a few taxpayers already undoubtedly required to 
make returns of income. 

A further consideration that ought to be taken into account in weighing the 
desirability of this proposed change in law is that the basic emphasis on col- 
lecting taxes overseas must be, in the words of Assistant Commissioner of 
Internal Revenue Winkle, “voluntary compliance.” (See hearings for 1957, 
supra, p. 455.) Every taxpayer loyal to our existing system of self-assessment of 
tax is, of course, willing to do all that may be necessary to cooperate with his 
Government in making a return of, and paying, his tax. But many taxpayers 
living abroad will see in this meaningless requirement to file information returns, 
when living hundreds or thousands of miles from the closest office of the Internal 
Revenue Service, an unnecessary and unreasonable provision. It should be fair 
to state that the existence of such unreasonable redtape provisions will not 
generally improve the cheerful disposition with which taxpayers situated 
abroad will make voluntary returns of their income tax. 

In addition to the above, a majority of American citizens who are residing 
abroad are employed by substantial American companies and full information 
concerning their incomes is already available to the Internal Revenue Service. 


2. The proposed change would tend to discourage American employees from 


serving abroad, and, hence, would have an adverse effect on private Ameri- 
can investment overseas 
The exclusion of income earned abroad by American citizens residing abroad 
has been a part of our tax laws since section 213 (b) (14) of the Revenue Act 
of 1926. It has served a most useful purpose and, in the words of Dan Throop 
Smith, Special Assistant to the Secretary of the Treasury, has been “generally 
accepted as a sound and fair policy in this country.” (Speech delivered before 
National Foreign Trade Convention, November 28, 1956.) This exclusion was 
intended to encourage investment and trade in foreign countries by United States 
citizens and organizations. (See H. Rept. 1., 69th Cong. 1st sess., p. 7.) 
There can be no doubt but that the encouraging of private investment over- 
seas is, and must continue to be, a cardinal principle of American foreign policy. 
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Secretary Humphrey himself has recognized the significance of this principle 
in the following words: 

‘“* * * In the present state of international affairs, it is vital that the United 
States and the other capital exporting countries maintain good economic rela- 
tions throughout the free world. This should be done as far as possible by the 
investment of private capital. * * *” (Statement before Senate Committee on 
Banking and Currency, June 6, 1955.) 

Particularly, it is important to note that the extent to which American private 
industries and businesses are enabled to operate and invest in the underdeveloped 
areas of the world; to that extent also is alleviated the public burden of assist- 
ing these nations through large public foreign-aid programs. It is precisely in 
these areas of the world where it is most difficult for American businesses to 
recruit American personnel to work. 

It is essential for American overseas enterprises that they be enabled to recruit 
and staff their foreign establishments with adequately trained American per- 
sonnel. But it is precisely in these areas of the world where it is most difficult 
for American businesses to recruit American personnel to work. 

It is essential for American overseas enterprises that they be enabled to recruit 
and staff their foreign establishments with adequately trained American per- 
sonnel. But it is, and always has been, extremely difficult for these companies 
operating overseas adequately to staff these establishments for many reasons, 
American employees are unwilling to serve overseas because of uncertain politi- 
cal conditions abroad, prolonged absences from home and family, adverse sani- 
tary and living conditions, and many other factors. Many employees are also 
concerned with the considerable load of paperwork involved in taking up a 
foreign domicile—passports, visas, health certificates, ete—and the great per- 
sonal burden involved in carrying on one’s affairs at a far distance from home 
over a long period of time. It has been a common experience of American busi- 
nesses operating overseas that the cumulative effect of these various factors 
serves as a substantial deterrent to recruitment of adequate personnel to work 
abroad. 

The requirement that all American residents abroad earning more than $600 
per year should file tax returns that are no more than information returns with- 
out doubt will add a substantial further burden to the life and work of many 
of these people. The unfortunate fact is that the Internal Revenue Service 
is unable to provide adequate information and other types of aid so as to service 
Americans overseas in the same fashion that it can perform this function at 
home. At the present time the Internal Revenue Service maintains only five 
permanent representatives abroad and the extent of its service is limited to 
periodically sending a small group of agents to a few large population centers 
throughout the rest of the world for the purpose of “assisting taxpayers.” 

But it should be pointed out that in most cases American businesses give 
careful tax advice to their employees going overseas. This step is taken to 
explain to them the fact of the earned-income exclusion itself, which is, as it 
was meant to be, a significant inducement to American employees to serve abroad. 
Therefore, although the average American abroad is generally in no position to 
avail himself of the foreign services of the Internal Revenue Service, he, never- 
theless, is generally aware that if he is a genuine resident of a foreign country 
and earns all his income in that country, there is no necessity for him to take the 
time and trouble to obtain, fill out, and file the necessary tax forms. This fact 
is a great relief to many Americans going abroad. 


8. The proposed change would discriminate against Americans working abroad 
in favor of other taxpayers similarly situated at home 


This proposed change would not only fail to achieve the purposes which it 
ostensibly seeks to accomplish—namely, to prevent tax evasion by wealthy tax- 
payers living in tax havens abroad—and it would not only add a further unneces- 
sary burden to thousands of low-income taxpayers working abroad, but it would 
also discriminate between Americans abroad and other taxpayers similarly situ- 
ated at home. There are at present time many types of income which are treated 
as exclusions—for example, tax-exempt interest, social-security payments, dis- 
ability and retirement payments to members of the Armed Forces, Veterans’ 
Administration benefits, unemployment payments received from State agencies, 
combat pay in Armed Forces, certain awards and prizes and other types of 
recurring payments that hug the borderline between a return of capital and 
income (e. g., corporate distributions not out of earnings). There is no provi- 
sion in the tax laws that taxpayers in receipt of these categories of income or 
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quasi-income must file information returns for the benefit of the taxing authori- 
ties. To single out and place an informational burden upon the many low- 
income taxpayers presently earning their living abroad is not only to discriminate 
against this group but to do so with respect to those least able to discharge this 
additional bookkeeping responsibility. 


4. The proposed change is particularly unnecessary with respect to those taa- 
payers who qualify for the earned-income exclusion on account of presence 
abroad 17 out of 18 months 


Under existing regulations, these taxpayers must now file a return for the first 
taxable year of such presence abroad, even though income for a part or all of 
this year later is seen to qualify for the exclusion and a claim for credit or 
refund is accordingly filed. See section 1.911-1 of the proposed regulations. 
Thus, it is seen that each taxpayer qualifying under this section must in all 
events file an income-tax return sufficient to alert the Internal Revenue Service 
as to the taxpayer’s status. 

The real burden, therefore, of filing new information returns under the pro- 
posed law will fall on bona fide residents of a foreign country who earn their 
living abroad. It is on these taxpayers that the burden is most unfairly placed. 


Conclusion: “The Paperwork Is Where the Impact Comes” 

It is ironic that this proposal should emanate from the Treasury Department 
at a time when it recognizes the importance of—and is apparently trying to do 
something about—the enormous burden of filing papers that is presently placed 
upon the American taxpaying public. For example, the Treasury Department 
for several years has been interested in implementation of the so-called Andrews 
plan whereby millions of low-income taxpayers would be relieved of the obliga- 
tion of filing any income-tax return whatsoever. The purpose of this plan is 
to accept W-2 statements in lieu of tax returns. (See hearing for 1956, supra, 
p. 455, and hearings for 1958, pp. 128-130.) Also, the Internal Revenue Service 
is considering another plan to combine income- and social-security tax report- 
ing by employers on a single annual basis instead of a quarterly basis. (See 
hearings for 1957, supra, p. 482.) Although neither plan would have much 
effect one way or the other from a revenue standpoint, it has been stated by 
Assistant Commissioner Winkle that “the paperwork is where the impact comes” 
and that the advantage of the simplification of reporting inherent in these plans 
is highly desirable. (See hearings for 1957, supra, p. 440.) 

The clear result of the proposed change would be to require the filing of thou- 
sands of information returns by taxpayers now under no obligation to do so. It 
is hard to reconcile this result, which would entail enormous additional paper- 
work, with the praiseworthy objectives of these other proposals to eliminate 
just such paperwork. 

We submit that other and less harmful means are available for the accom- 
plishment of the objectives of this measure. Therefore, we respectfully submit 
this letter in the earnest hope that it will receive favorable consideration as it is 
our profound belief that the enactment of the proposed bill would become a 
serious deterrent to the extension of American industry overseas. Further, it 
would be a very serious disincentive and discouragement to American technical 
and administrative personnel to accept invitations by their companies to serve 
overseas. 

Yours very truly, 
D. L. Gir1, Secretary. 


BARCELONA, February 26, 1958. 
CHAIRMAN, SENATE FINANCE COMMITTEE, 
United States Congress, Washington, D.C.: 

Referring protest April 2, 1957, addressed to House Ways and Means Com- 
mittee against Technical Amendments Bill of 1957, and specifically paragraph 11 
thereof, to consider income earned abroad by bona fide residents as deduction 
rather than exclusion, the American Chamber of Commerce in Spain with largest 
membership any American chamber abroad, reaflirms its protest. Confirming 
letter follows. 

KLEIN, President. 
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AMERICAN CHAMBER OF COMMERCE IN SPAIN, 
Barcelona, February 26, 1958. 
CHAIRMAN, SENATE FINANCE COMMITTEE, 
Washington, D.C. 
DeaR Sirk: We confirm our cable of today as follows: 


“Referring protest April 2, 1957, addressed to House Ways and Means Com- 
mittee against technical amendments bill of 1957, and specifically paragraph 11, 
thereof to consider income earned abroad by bona fide residents as deduction 
rather than exclusion, the American Chamber of Commerce in Spain with largest 
membership any American chamber abroad reaffirms its protest. Confirming 
letter follows,” 

The chamber on April 2, 1957, wrote to Mr. Leo H. Irwin, clerk of the Ways 
and Means Committee of the House of Representatives stating its stand on 
paragraph 11 of the technical amendments bill of 1957, which we understand 
is before your committee, having passed the House. Our stand as expressed to 
the Ways and Means Committee of the House of Representatives remains ex- 
actly the same and we would appreciate your accepting the enclosed copy of our 
letter to Mr. Irwin as our point of view regarding this paragraph. 

Sincerely yours, 
Max H. Kien, President. 


Apri J, 1957. 
Mr. Leo H. Irwin, 
Clerk, Ways and Means Committee, 
House of Representatives, Washington, D. C. 

Dear Mr. Irwin: We understand that certain amendments to the Federal tax 
laws are being prepared by the staffs of the Joint Committee on Internal Reve- 
nue Taxation and the Treasury Department and we refer more specifically to a 
list of substantive unintended benefits and hardships and additional problems for 
the technical amendments bill of 1957. 

This document, in paragraph 11, recommends “Deduction rather than exclusion 
for income earned abroad” and our chamber, the largest American Chamber of 
Commerce abroad, wishes to record its protest against this proposed change. 

We strongly believe that: 

(1) Before any such drastic amendment is embodied in our Federal tax law, 
bonafide American residents abroad should be heard by your Committee, either 
personally or through their Chambers of Commerce. 

(2) It is the policy of our administration to further trade with all friendly na- 
tions and that one of the best and most effective ways to encourage such trade 
and to make American methods known to foreign countries is through the promo- 
tion of American business and investments abroad. We also believe that the 
amendment proposed in paragraph 11, as above referred to, will act as a deter- 
rent to the establishment of American firms and their employees abroad, thus 
resulting in an obstacle to the confirmed policy of our Government. 

(3) Such tax legisation would make an unfortunate impression on most for- 
eign governments. 

(4) The necessity for filing returns for earned income abroad would certainly 
increase the amount of paperwork, not only for the taxpayer, but also for the 
Internal Revenue Service and would necessitate the creation of new jobs, the 
cost of which would definitely not find any compensation in taxes collected, 
as it is proposed that earned income be deducted. This would result in an 
additional burden on the taxpayer, which should be avoided. 

We are informed that the proposed amendments will come up for a hearing 
very shortly and it is for this reason that we are rushing our protest, without 
entering into too many details. These details would be submitted if and when 
our chamber would be granted a hearing, which we believe is essential in the 
interest of American citizens residing in Spain. 

Respectfully yours, 
AMERICAN CHAMBER OF COMMERCE IN SPAIN, 
Max H. Krein, President. 


The Cuatrman. Are there any questions? 

Senator Doveras. I would like to ask the witness what the present 
procedure is as to reporting by nonresident citizens of income derived 
from interest, dividends, royalties, and so forth. 
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Mr. Momsen. American citizen residing abroad whether he is a 

rmanent resident or not, is required to report all interest and divi- 
ae received from foreign sources, the same as if he were a resident 
of this country. 

There is no distinction. 

The Cuarrman. Are there any further questions? 

Thank you very much, Mr. Momsen. 

I submit for the record cablegrams and letters received from the 
American Chamber of Commerce in France which relates to the same 
subject on which Mr. Momsen has just testified. 

(The cablegrams and letters follow :) 


Paris, February 25, 1958. 
CHAIRMAN, FINANCE COMMITTER, 
United States Senate, Washington, D. C.: 


Informed your committee now Considering technical amendments bill H. R. 
8381. American Chamber of Commerce in France is strongly opposed 
to enactment of section 61 of said bill. Respectfully request your committee 
eonsider our letters of April 24, 1957, and December 18, 1957, addressed to 
chairman, House Ways and Means Committee, stating our objections, copies 
of which are being airmailed you today, and your consideration of protests 
previously made by American Chambers of Commerce in London, Brazil, and 
Madrid. As section 61 not a revenue-producing measure and in our view, will 
on contrary be costly to Government, respectfully request 10-day delay consid- 
eration this section to permit our chamber to file brief. 

CHARLES B. VAN DER BureH, 
President, American Chamber of Commerce in France. 


AMERICAN CHAMBER OF COMMERCE IN FRANCE, 
Paris, February 27, 1958. 
CHAIRMAN, FINANCE COMMITTEE, 
United States Senate, Washington D. C. 

Dear Sire: As president of the American Chamber of Commerce in France, I 
cabled you on February 25 concerning our chamber’s objections to enactment of 
section 61 of the technical amendments bill H. R. 8381. 

As stated in that cablegram, I am sending you herewith eight copies of letters 
written by the American Chamber of Commerce in France to the chairman, 
House Ways and Means Committee, on April 24, 1957, and December 18, 1957. In 
view of the importance of these questions to the American business community 
abroad, it is our earnest hope that your committee will give full and favorable 
consideration to the material submitted herewith. 

We are preparing a brief setting forth more particularly our position with 
respect to section 61 which we expect to send you in the next few days. 

Respectfully yours, 
C. E. VAN DER Buren, President. 


MEMORANDUM CONCERNING SECTION 61 OF THE TECHNICAL AMENDMENT BILL 


This memorandum concerns proposals for new legislation that would require 
American citizens having nontaxable income from services rendered abroad to 
report such income to the Internal Revenue Service. There new proposals 
are contained in section 61 of H. R. 8381 as passed by the House of Representa- 
tives. Section 61 would, in effect, require any American citizen having income 
from services rendered abroad to file a return of such income if his gross income, 
including such foreign income, equals $600 per year. Individuals would have 
to report such income even though not taxable with respect thereto under the 
provisions of section 911 of the Internal Revenue Code. 

The American business community abroad has from the beginning been strongly 
opposed to the Treasury Department proposals. The objections can be sum- 
marized as follows: 

1. The policy of exempting from taxation income earned abroad by American 
citizens is generally accepted, according to Hon. Dan Throop Smith, Assistant 
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Secretary of the Treasury as a “sound and fair policy,” a statement with which 
American businessmen abroad are in full agreement. Nevertheless, over the 
years attempts have been made to curtail and to modify the exemption. Although 
the change presently under consideration does not increase present tax liabilities 
of American citizens abroad, it causes apprehension as to the future plans of 
the Treasury Department. It is felt that the change may be the first step in the 
direction of restricting and abolishing altogether the exemption. Whether or 
not this apprehension has any basis in fact, it pervades the entire American 
business community abroad, has caused many Americans to consider abandoning 
their foreign activities and returning to the United States, and erects barriers of 
a psychological and practical nature to the recruitment of American personnel 
for service abroad, already a serious problem. 

2. There are said to be approximately 250,000 American citizens residing 
abroad engaged in some type of gainful activity. It seems likely that at least 90 
percent of these individuals are employed by large American companies and 
that nearly all of them are exempt from United States taxes with respect to 
their earnings. The proposed change is not intended to result in any increase 
in the amount of United States taxes due from citizens residing abroad. The 
purpose of the change is to obtain information. American citizens earning their 
livelihood abroad are to be asked to assume the considerable burden of filing 
information returns for the United States Treasury. The vast amount of paper- 
work and correspondence that the proposed change would entail for the indi- 
viduals concerned, not to mention the additional burden imposed on the Internal 
Revenue Service in connection with the handling and auditing of the returns, is 
ample reason not to adopt the proposed changes unless there are important 
benefits to be secured. 

Although the Internal Revenue Service has not furnished any statement of the 
number of additional employees that would be needed to handle and audit the 
new returns required under section 60, or the cost thereof to the Government, 
it is reasonable to believe that processing of hundreds of thousands of new in- 
formation returns would be costly. 

In this connection it is interesting to note that officers of the Internal Revenue 
Service testified before the House Subcommittee of the Appropriations Committee 
that 1,448 additional employees would be required to deal with 1,600,000 addi- 
tional tax returns. In order to handle 500,000 other tax returns required to be 
filed under title II of Public Law 627 of June 29, 1956, Internal Revenue Service 
spokesmen said 234 additional employees would be required. 

3. The Treasury Department does not take the position, so far as is known, 
that adoption of the proposed change would necessarily produce any increase in 
revenue to the United States Government. 

While it is clear that the Treasury Department should exercise every reasonable 
means to collect taxes that are due under the law it is equally evident that the 
proposed change would not necessarily produce an increase in revenue sufficient 
to justify the detrimental effects. 

4. The Treasury Department representatives have conceded that requiring 
American citizens living abroad to report their earned income will have no effect 
on willful tax evaders. Unintended evasion of the tax law as a result of con- 
fusion in the mind of taxpayers is thought to be extremely minor. The Treasury 
Department issues each year its Tax Guide for United States Citizens Abroad, 
which is available at all American embassies and consulates in foreign countries. 
In many foreign countries there are regularly assigned Treasury representatives 
qualified to give tax advice. In France alone, there are more than 30 practicing 
American lawyers who can be consulted by American citizens requiring tax ad- 
vice. American employees of large American companies who constitute the ma- 
jority of American residents abroad, have easy access to tax advice within their 
own organizations. It is difficult to believe that any appreciable number of 
American citizens residing abroad fail to report taxable income due to ignorance 
or confusion as alleged by the Treasury Department. 

It appears therefore that the entire burden of the law would fall on innocent 
and tax-exempt individuals. 

It should be emphasized that the proposed change would affect only tax- 
exempt individuals. Individuals who are not tax exempt are already required 
to file returns. It should also be emphasized that since a large majority of 
Americans living abroad are employed by large American companies information 
desired by the Treasury Department is in most cases already available. 

The proposed change would therefore be burdensome to the individuals, expen- 
sive for the Government, and meaningless. 








5. Th 
in favo1 
many ty) 
Among 
retireme 
benefits, 
the Arn 
ients of 
Revenue 
treatme 
6. In 
the new 
foreign 
expose 
convent 
provide 
concern 
such pr 
of the A 
7. In 
any con 
be acco! 
difficult 
due to 1 
adverse 
will ade 
reducti 
rent to 
foreign 
States 


Hon. J 
Oh 


DEAR 
as well 
countri 
of Rep 
Revenu 
Americ 
various 
effects | 
attitud 
the Ws 
herewi 

It ay 
Americ 
to be 1 
concer! 
amend 
returns 
accoun 
contair 
tives o 
having 
includi 

The 
mittee 
Our ct 
for pre 













TECHNICAL AMENDMENTS ACT OF 1958 357 


5. The proposed change, would discriminate against Americans working abroad 
in favor of other taxpayers similarly situated at home. There. are at present 
many types of income which are excludable and therefore need not be reported. 
Among these are tax-exempt interest, social-security benefits, disability and 
retirement benefits of members of the Armed Forces, Veterans’ Administration 
benefits, unemployement payments received from State agencies, combat pay in 
the Armed Forces, corporate distributions not out of earnings, ete. The recip- 
ients of none of these kinds of income have to report the same to the Internal 
Revenue Service. Why is the American living abroad singled out for such 
treatment? 

6. In order to reach the Internal Revenue Service, the returns required under 
the new law will have to pass through the mails. It is well known that certain 
foreign governments systematically censor the mails and the new proposal would 
expose American citizens to harrassment by such governments. In the tax 
conventions existing between the United States and most foreign governments it is 
provided that no information will be furnished by the American Government 
concerning the incomes of American citizens. Section 61 would in fact nullify 
such provisions by giving foreign governments access to the income-tax returns 
of the American citizens residing in their countries. 

7. In summary, the disadvantages of the proposed change greatly outweigh 
any conceivable benefit. The stated objectives of the Treasury Department can 
be accomplished by other and less harmful means. It has always been extremely 
difficult for American business to find executives and staff for service overseas, 
due to uncertain political conditions abroad, separation from friends and family, 
adverse living conditions, and the problem of childrens’ education. Section 61 
will add one more discouragement to foreign service and result in an appreciable 
reduction in the number of Americans working abroad. This would be a deter- 
rent to the maintenance or establishment of branches of American firms in 
foreign countries and would detract from the essential work done by the United 
States Government in furthering better relations with foreign nations. 


AMERICAN CHAMBER OF COMMERCE IN FRANCE, 
CHARLES E. VAN DER Burau, President. 


AMERICAN CHAMBER OF COMMERCE IN F'RANCE, 
Paris, December 18, 1957. 
Hon. JERE COOPER, 
Chairman, Ways and Means Committee, House of Representatives, 
Washington, D. C. 


Dear Str: Earlier this year the American Chamber of Commerce in France 
as well as the American Chambers of Commerce in a number of other foreign 
countries wrote the chairman of the Ways and Means Committee of the House 
of Representatives to state their views on a proposed change in the Internal 
Revenue Code, which if adopted would have treated the foreign earnings of 
American citizens as deductible, rather than excludable, from income. The 
various chambers of commerce were uniformly of the opinion that the detrimental 
effects of the proposed change greatly outweighed any foreseeable benefits. The 
attitude of our chamber was set forth in a letter addressed to the chairman of 
the Ways and Means Committee of April 24, 1957, a copy of which is encelsed 
herewith. 

It appears that the plan originally proposed to threat foreign earnings of 
American citizens as deductible rather than excludable from income, was found 
to be undesirable for technical and administrative reasons, which do not now 
concern us. As a substitute measure it was decided that it would be sufficient to 
amend other provisions of the Internal Revenue Code relating to the filing of 
returns. Under the present law, foreign-earned income need not be taken into 
account in determining whether a return must be filed. The new proposals are 
contained in section 61 of H. R. 8381, introduced into the House of Representa- 
tives on June 26, 1957. Section 61 would in effect require any American citizen 
having income from services rendered abroad to file a return if his gross income, 
including such income from abroad, equals $600 per year. 

The American Chamber of Commerce in France desires to inform your com- 
mittee that in its view the new proposals are no more acceptable than the old. 
Our chamber in strongly opposed to the enactment of section 61 of H. R. 8381 
for precisely the reasons set forth in our attached letter of April 24, 1957. The 
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report of the Ways and Means Committee, No. 775, recommending adoption of 
this measure does not reply to any of the objections raised in that letter or in 
the letters of the other American Chambers of Commerce abroad addressed to 
the committee. Our chamber is of the impression that the views of the American 
business community abroad have not been given due consideration. 

We wish to summarize for your convenience our objections to the proposed 
measure : 

1. Our chamber is deeply apprehensive that this may be a step in the direction 
or restricting or abolishing the exemption accorded for many years to American 
citizens residing abroad. If enacted this legislation will raise barriers of a 
psychological and practical nature to the recruitment of American personnel for 
service abroad. 

2. The great majority of American citizens residing abroad are employed by 
large American companies and full information concerning their incomes is 
tional burden on the Internal Revenue Service. 

8. The proposed change would create a vast amount of paperwork and cor- 
respondence for the individuals concerned and would complicate the filing of 
of joint returns in cases where foreign services separates husband and wife. 

4. The handling and auditing of the additional returns would impose an addi- 
tional burden on the Internal Revenue Service. 

5. There is no indication that the proposed change would necessarily produce 
any increase in revenue to the United States Government, commensurate with 
with the cost of handling and auditing of the large number of additional returns 
that would be required. 

6. In the opinion of our chamber, tax evasion by United States citizens earning 
income abroad is nonexistent or insignificant. Such cases as may exist would not 
in our view be affected by the proposed amendment and the entire burden would 
fall on innocent and tax-exempt individuals. On the other hand, unintended 
evasion as a result of confusion in the minds of taxpayers must be insignificant 
in view of the fact that United States citizens abroad have ample facilities for 
obtaining assistance in determining their tax responsbilties. 

7. Requiring American citizens abroad to report their earned incomes would 
leave them at the mercy of foreign governments, some of which censor the 
mails systematically. 

8. Our chamber is of the opinion that other and less harmful means are avail- 
able for the accomplishment of the objectives of this measure. 

It is requested that the matters discussed in this letter be given careful con- 
sideration by your committee, it being the view of our chamber that section 61 
should not be enacted into law. 

Respectfully yours, 
C. E. VAN DER Burau, President. 


AMERICAN CHAMBER OF COMMERCE IN FRANCE, INC.,, 
Paris, April 24, 1957. 
Hon. JERE Cooper, 
Chairman, Ways and Means Committee, House of Representatives, 
Washington, D. C. 

Dear Str: The American Chamber of Commerce in France wishes to acquaint 
your committee with its views on a proposed change in the Internal Revenue 
Act which, if adopted, would treat the foreign earnings of American citizens as 
deductible, rather than excludible from income as at the present time. 

The proposed change is contained in item 11 of the list of “Substantive Unin- 
tended Benefits and Hardships” contained in the release of the Subcommittee 
on Internal Revenue dated November 7, 1956. 

Our chamber is strongly opposed to this proposed change in the law, for the 
following reasons: 

1. The time-honored policy of exempting income earned abroad by American 
citizens is generally accepted, according to the Honorable Dan Throop Smith, 
Special Assistant to the Secretary of the Treasury, as a sound and fair policy, 
a statement with which we are in full agreement. Over the years attempts 
have been made to curtail and modify the exemption. Although the change 
which is presently under consideration does not increase the present tax lia- 
bilities of United States citizens abroad, our chamber is deeply apprehensive 
that this may be a step in the direction of restricting or abolishing altogether 
the exemption. This point of view pervades the entire American business com- 
munity in France and other foreign countries, and the adoption of the change 
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would without doubt erect additional barriers of a psychological and practical 
nature to the recruiting of American personnel for service abroad, already a 
serious problem. 

2. We understand that there are approximately 250,000 American citizens 
residing and working abroad. We would estimate that 90 percent of these indi- 
viduals are employed by large American companies and that nearly all of these 
are not subject to tax on their earned incomes. Employment outside the United 
States frequently means separation of husband and wife, which obviously creates 
problems. in connection with the filing of joint returns. The vast amount. of 
paperwork and correspondence that the proposed change would entail for the 
individuals concerned, not to mention additional burden imposed on the Internal 
Revenue Service‘ in connection with the handling and the audit of the returns 
is ample reason not to adopt the proposed changes unless there are important 
benefits to be secured. 

3. The Treasury Department does not take the position, so far as we know, 
that adoption of the proposed change would necessarily produce any increase in 
revenue to the United States Government. While our members feel that the 
Treasury Department should exercise every reasonable means to collect taxes 
that are due under the law, we are convinced that the proposed changes would 
not produce any increase in revenue to justify the detrimental effects. To our 
knowledge tax evasion by United States citizens earning income abroad is non- 
existent or insignificant. Instances of deliberate evasion as may exist would not 
in our view be affected by the proposed amendment and the entire burden of the 
new law would fall on innocent and tax exempt individuals. On the other 
hand, unintended evasion as a result of confusion in the minds of taxpayers 
must, in France at least, be extremely minor. In France alone in addition to 3 
regularly assigned Treasury representatives there are more than 25 practicing 
American attorneys. The Internal Revenue Service has made available to eciti- 
zens residing abroad comprehensive printed information with respect to their 
American tax responsibilities. American employees of large American compa- 
nies have easy access to tax advice within their own organizations. It is difficult 
to believe that any appreciable number of American citizens residing in France 
fail to report taxable income due to ignorance or confusion. We believe these 
comments apply to other foreign countries as well. 

4. As has been pointed out, requiring Americans abroad to report their earned 
incomes would leave them at the mercy of foreign governments that censor mail, 
in some cases systematically. 

In conclusion, we feel that the manifest detrimental effects of the proposed 
change greatly outweigh any hypothetical benefit that might be obtained. ‘There 
are surely available other and less harmful means for the accomplishment of the 
stated objectives of the Treasury Department. The American Chamber of Com- 
merce in France trusts that your committee in its deliberations on the proposed 
measure, will give full consideration to these observations and the opinions of 
other American business groups abroad. 

Respectfully yours, 
C. E. VAN DER Bureu, President. 


The CuHarrMAN. The next witness is Mr. Leslie Mills of the com- 
mittee of Federal taxation, American Institute of Certified Public 
Accountants. 


STATEMENT OF LESLIE MILLS, REPRESENTING COMMITTEE ON 
FEDERAL TAXATION, THE AMERICAN INSTITUTE OF CERTIFIED 
PUBLIC ACCOUNTANTS 


Mr. Mitts. Mr. Chairman and committee members, my name is 
Leslie Mills. I am from New York and I am speaking on behalf of 
the committee on Federal taxation of the American Institute of Certi- 


1In this connection it is interesting to note that the officers of the Internal Revenue 
Service testified before the House subcommittee of the Appropriations Committee’ that 
1,443 additional employees would be required in the coming year to deal with 1.6 million 
additional returns. In order to handle 500,000 other tax returns required to be filed 
under title II of Public Act 627 of June 29, 1056, Internal Revenue Service spokesmen 
said 234 additional employees would be required. 
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fied Public Accountants, which is the national professional society of 
2 oe AD 

There are five sections of the bill on which I would like to make 
brief oral comments. 

First, section 1 (c)—Effective Dates: For the most part, the 
changes made by the bill are given retroactive effect. Under section 
1 (c) of the bill, more than half of the sections in the bill will take 
effect as though originally enacted in the 1954 Code. This is proper 
where a change corrects an error in phrasing or a failure to properly 
reflect the clearly expressed intent of Congress. 

However, retroactive application of substantive changes does not 
seem fair. Some of the cieingde are effective as of November 7, 1956. 
As you know, this date was selected because of the release at that time 
of a list of substantive unintended benefits and hardships. 

Many of the items on the list are included in the bill. The list 
was not a statement of congressional decisions but a grouping of sug: 
gestions for legislative action made by the staffs of the Joint Com- 
mittee on Internal Revenue Taxation, the Treasury Department, or 
both. 

The release of this list was accompanied by a disclaimer that the 
list represented any congressional decisions. 

There are numerous instances of legislation being made effective as 
of the date a congressional committee announces a decision with 
respect to such legislation. We know of no precedent for making 
legislation effective on the date of announcing the suggestions of 
committee staff. 

Such a procedure does not seem adequate for purposes of an ef- 
fective date. The announcement of a suggestion for legislation does 
not seem to be sufficient notice to a taxpayer as to what changes may 
be expected. 

Generally, we suggest that the effective date of the substantive 
changes aimed at unintended benefits and hardships should be the 
date of enactment of H. R. 8381, but certainly no earlier than July 
9, 1957—the date H. R. 8381 was reported to the House of Repre- 
sentatives by the Committee on Ways and Means. 

Senator Kerr. I interrupt at that point. 

Generally you suggest that the effective date of the substantive 
changes aimed at unintended benefits should be the date of the en- 
actment of the bill. 

Now, would you submit to me a specific—would you just give us a 
list which would show your recommendation, the effective date of 
each section ? 

Mr. Mitts. Yes, sir, we would be glad to do that. 

Senator Kerr. Fine. 

(The following was subsequently received for the record :) 


AMERICAN INSTITUTE OF CERTIFIED PUBLIC ACCOUNTANTS, COMMITTEE ON FEDERAL 
TAXATION, MEMORANDUM ON Errective Dates or H. R. 8381 SuBMITTED TO 
COMMITTEE ON FINANCE, UNITED STATES SENATE, MArcH 5, 1958 


This memorandum has been prepared at the request of Senator Kerr and 
states our views.as to appropriate effective dates for the various provisions of 
H. R.. 8381. The dates have been selected on the assumption that the bill will 
be enacted within 1 or 2 months. 

It should be understood that these suggestions for effective dates do not re- 
present any endorsement of the provisions for which the dates are suggested. 
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I. The following sections in setting an effective date make reference to October 
15, 1956, October 24, 1956, October 31, 1956, November 7, 1956, and December 31, 
nag We rec ommend that the dates in each case a changed to December 31, 
1957: Sections 2, 3, 4, 6, 9, 11, 12, 14, 16, 19, 22, 23, 27 (b), 28 (b), 28 (ce), 34, 
36, 37, 41, 42, 43, 44 (a), 51, 60. 


II, The following sections make substantive changes which are effective for 
taxable years beginning after December 31, 1953, and ending after August 16, 
1954. These sections should be effective for taxable years beginning after De- 
cember 31, 1957: Sections 5 (b), 45. 


III. Section 24: This section should be effective for taxable years beginning 
after December 31, 1957. If the provision is made applicable as in the bill, 
then taxpayers who took action consistent with the language of the present 


statute should be given a limited period in which to return to their former 
position. 


IV. Section 52: This section should be changed to provide that no election may 


be made aie section 1361 for any taxable year ending after the date of enact- 
ment. 


Y. Section 68 (b): This sec ig should be made effective for taxable years 
beginning after December 31, 1957 


VI. All other sections should be ‘effective as provided in the bill referred to the 
Committee on Finance. (In the case of sec. 18, which applies only to certain 
fiscal years ending in 1954, there should be an extension of the statute of limita- 
tions on refunds for such years. In the case of section 70, it should be made 
clear that the section applies retroactively to the date of enactment of the 1954 
code. This is needed to reopen an expired period for refund for those taxpayers 
where the period for assessment is still open.) 

Mr. Mitxis. A number of substantive changes are keyed to Decem- 
ber 31, 1956. This date was pro tbably based on the bill becoming law 
in 1957. The effective dates of these provisions should be changed to 
December 31, 1957. 

Section 14—Improvements on leased propert 

We believe that existing case law and the income tax regulations 
dealing with improvements on leased property are adequate to deal 
with the problem of section 14. We have heard of abuses of the 
present rules. We do not condone any abuses but we believe that 
section 14 is an attempt to cure an administrative problem which will 
result in greater hardships for taxpayers than are now suffered by 
the Government. 

Typically, when a lease is signed, neither party can say whether 
the lease will be renewed. The erection of an improvement does not 
necessarily change this. The lessee believes the use which may be 
made of the improvement during its original term will be sufficient 
to compensate for the possible loss in the event the lease is not. re- 
newed. The option to renew merely furnishes protection to the 
lessee if he wants to continue the use of the property. 

At the time the lease is signed, it is difficult to state whether prop- 
erty will be useful to the lessee beyond the original term. The possi- 
bility of economic changes, such as population shifts, improvements 
in transport. facilities, ‘regulatory action, market dev elopments, et 
cetera, make the future vz slue of a leasehold unpredictable. 

We believe this provision will have a restrictive effect on many 
legitimate business transactions. A taxpayer may want a 25-year 
lease with a 25-year optional renewal period. If he dislikes con- 
troversy, he may conclude that he must use a 40- or 50-year life. The 
longer period may be an unrealistic ec onomic life. 

Senator Kerr. Don’t you think it is even more unrealistic to as- 
sume, say, that 5 years might be the economic life of the property, and 
if you do feel that it is, I would like to ask you if it is not possible 








362 TECHNICAL AMENDMENTS ACT OF 1958 


under the law as the law now stands for the owner of a leasehold 
interest maybe to depreciate the entire amount of his investment in 
5 years if the original lease either was for that period or has only 
that to run when he acquires his leasehold estate, and that that might 
be true even though it is apparent to anyone that would study it that 
the economic life of this leasehold might be 30 years? 

Mr. Mutts. Sir, if there is no renewal period, of course there should 
be no problem. 

But it seems to us that if there is a 5-year lease with a renewal 
period of substantially more than that, and the taxpayer puts a sub- 
stantial improvement on the leasehold, that the present administra- 
tive powers are adequate to prevent the deduction over the 5 years, 
because it is unrealistic. 

Senator Kerr. Suppose it is a 5-year primary term or even a 10- 
year primary term, and he does not put any substantial improvement 
on it, but just starts in to depreciate it off, let’s say, in the 5 or 10 years 
initial period. 

Mr. Mitts. Is there a renewal period in the lease / 

Senator Kerr. Sure. 

Mr. Mitts. It seems to me, sir, that in most of the cases we are 
dealing with, these are arm’s-length transactions and there is a lease 
per iod- 

Senator Kerr. When you say these are arm’s-length transactions, 
they are between the one who creates the leasehold estate and the land- 
holder, or between the initial leaseholder and the owner, but where 
could you get the Treasury into the cost of being at arm’s length in 
that thing? 

Mr. Mitts. Well, it was our observation that if the transaction is 
unrealistic on its face, and there is a first term which under all the cir- 
cumstances is unrealistically short for the intent of the parties, that 
the Treasury can knock it down, and has been successful in knocking 
these down. 

What we are concerned about—— 

Senator Kerr. That is a matter, though, that you can only speculate 
about, and I believe that there have been efforts on the part of the 
Treasury to knock some down, as you say, which to the Treasury 
appeared unrealistic, but which efforts have failed by reason of the 
fact that some court might not agree with the Treasury. 

Mr. Mitxs. Well, they have not won all the cases, but it seems to me 
that those that they have won have been all right, and in those that 
they lost, the transaction has not been unre: alistic as they have sug- 
gested. 

Senator Kerr. In other words, you think that we should depend 
upon the infallibility of the court as it exists rather than remedial 
language by the Congress because of the fact that you think that while 
the courts are infallible the C ongress is incompetent. 

Mr. Mis. No, I would not want to say that. I do not feel that at 
all, Senator. I do feel that the suggested amendment is seeking to 
eure an evil which we do not think is as important as has been sug- 
gested and that the amendment will cause more trouble to legitimate 
taxpayers. 

Senator Kerr. Even if it is a minor evil, maybe it ought to have 
some treatment. 
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Mr. Mitts. May I point out the effect that we see on legitimate 
transactions—which I do not. think should be criticized, because it is 
quite common for a business, let’s say a business that wants to open a 
store, to lease property and to improve the property at its expense. 

Now, when a businessman operating a chainstore or an independent 
grocery improves the property, he has to decide on the economic use- 
fulness to him of the improvement, which means he has to decide on 
population shifts and future markets and so on. 

The improvement, however, maybe useful physically for a consider- 
ably longer period. 

An investor, an individual, or a large investor for that matter, may 
feel that he must get his money back in 20 years, but the improvement 
has a physical life of 40 years. 

Now, under the present law, if he has a 20-year lease with provision 
for a 20-year renewal, I think he should write his lease off in 20 years. 

But under the proposed amendment he will have to demonstrate to 
the Internal Revenue Service, that he did not have an intention to 
renew the lease. 

I think that is an unfair burden on legitimate business. 

I presume that every year he is examined he can be asked the ques- 
tion, “Was it your intention at the beginning and the end of this year 
to renew or not to renew ?” 

It seems to me that in many legitimate situations we are imposing 
a burden which does not now exist and which is unrealistic. That is 
the basis for my comment. 

Senator Kerr. The burden is entirely on the Government now; isn’t 
it? 

Mr. Mitts. Well, that may be on the Government in words 

Senator Kerr. It may or may not be; is it? 

Mr. Mitts. I do not know whether the burden is or is not. 

Senator Kerr. You mean that you are here representing 35,000 
public accountants and you cannot tell whether the present law puts 
the burden on the Government or not ? 

Mr. Minus. The present laws? 

Senator Kerr. Yes. 

Mr. Mits. I am sorry, I thought you meant the proposed law. The 
present law is on the Gover nment; yes. 

Senator Kerr. The present law puts the entire burden on the 
Government / 

Mr. Mus. Yes, sir. 

Senator Kerr. Let’s say—and I speak only for myself—I might 
agree with you that the proposed language would need some change, 
don’t you think that the present law needs some change ? 

Mr. Mitts. Well, I think it needs some change with respect. to situ- 
ations where there is a relationship between the parties. But I do not 
think that it needs any change with respect to the legitimate business 
transactions which are at arm’s length between unrelated parties. 

Senator Kerr. Under the present law let’s say that you own a lease- 
hold estate which is a 15-story building down here in Washington, 
that was built on leased ground, and that the builder of that had a 
99-year lease for a term of 30 years with four 15-year renewable 
options—I do not believe that is mathematically correct. 

Senator Bennett. That is 90 years ! 
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Senator Kerr. Ninety years, yes; I believe I can correct the total 
rather than correct the proportional parts. And we will say you had 
had that leasehold estate for 10 years. And then we will say that 
Senator Long comes along—no; we had better not use him—say I 
come along, and I buy that leasehold estate, which at that time ie 
15 years of the initial 30 to run, and four 15-year renewable options 
in the original lease. 

Now, under the present law, if I understand it—if I am wrong, 
you can correct me—I can charge off the entire cost of that leasehold 
estate that I paid you in that remaining 15 years. 

Mr. Mitts. Sir, if I were advising you on taxes, I think I would 
advise you that you would not be permitted to do that under the present 
law. The Internal Revenue Service could contest it with a fair measure 
of success. 

Senator Bennett. But they would have all of the burden on it; 
would they not ? 

Mr. Mitts. Yes, sir. 

Senator Bennerr. And if they did not contest it, or if they contested 
it, or the tax or some other appellate court decided in my favor, I 
could then carry out my purpose to charge off the entire investment 
that I had made in purchasing it from you in the 15-year period. 

Mr. Mitxzs. Yes; but my understanding of the present law is that 
under those circumstances you should amortize that cost over the useful 
life to you. 

If the court decides that the useful life to you under the circum- 
stances was 15 years, I cannot cavil with it. But I do not think that 
the law says categorically that if the first period was only 10 years 
that the Government is whipsawed by having to allow it. 

Senator Bennerr. But the entire burden is on the Government to 
change it if I elect to make that effort. 

Mr. Mixts. I think it is a little exercise in semantics to say it is on 
them. If the agent just insisted on saying I use 15 years, the burden 
is on the taxpayer. 

Senator Bennerr. Under the present law the burden is on the Gov- 
ernment to show a renewal intent as my purpose; isn’t it? 

Mr. Mirus. Yes, sir. 

Senator Bennerr. And you do not think that it should—let’s say 
I did that and got away with it, and at the beginning of the next 15-year 
period I sold that leasehold estate to Senator Long here, let’s say the 
property had gone up and the rent had increased, and he paid me as 
much for the leasehold estate as I had paid for it, that would be pos- 
sible; would it not? 

Mr. Mitts. Yes, sir. 

Senator Bennett. And then all I would owe on that amount of 
money I got from him on the leasehold estate would be capital gains; 
would it not? 

Mr. Mitts. Yes, sir. 

Senator Bennett. And this section is calculated to prevent that? 

Mr. Mitts. I do not see how the section would prevent the possi- 
bility of capital gains on the lease sale. 

Senator Bennett. It would not, but it would in my judgment 
change the basis upon which I could find myself or any other pur- 
chaser of the leasehold estate in the posture of having entirely depre- 
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ciated out the cost of his leasehold estate and then be able to sell it, 
in which event would be a capital-gains transaction. 

Mr. Mitus. Yes, sir. Well, in considering this Senator, we, as I 
said before, are under no circumstances trying to help taxpayers evade 
their just taxes. 

Senator Benner. Well, we have had a lot of witnesses before us 
who are in this business, and they have not asked for an outright 
elimination, most of them, of this section, which you do. They in- 
dicate they think there is a field here for corrective legislation. And, 
as I get the impact of your evidence, you do not think there is. 

Mr. Muus. I do not think there is with the unrelated taxpayers. 
But in considering this we do have suggestions which might make 
it easier for both parties to administer the law. 

There are many parts of the statute where objective tests are put, 
and we suggest two tests which might be enacted into the statute 
which would limit the application of this state-of-mind rule to situa- 
tions where they may be some tax leakage. 

For example, we do suggest, where the initial term is at least 50 
percent of the estimated useful life of the improvement, the taxpayer 
should not have to prove that it is more probable that the lease will 
not be extended than that it will. 

And we pick 50 percent just as a suggestion—the useful life of 
property as physical property is generally much longer than the 
useful life to an investor who has to consider getting his money 
back, 

That is one test we suggest for the committee’s consideration. 

Another test is to consider the relationship of the costs of an im- 
provement to all payments a lessee is required to make under the 
lease. Where an improvement amortized over the original term 
would not increase the annual cost of occupying a property by more 
than, say 25 percent, it would seem fair and reasonable not to place 
the burden of proof on the taxpayer. 

As far as the section itself is concerned, we think it should be made 
clear that where the taxpayer must recover his cost over the estimated 
useful life of the improvement, he is permitted to use accelerated 
methods of depreciation. 

There are other problems which we ask you to consider. 

‘senator Kerr. Can he do that now under the law ? 

Mr. Mriuts. Not if he is recovering the cost by amortization under 
the leasehold. The Internal Revenue Service does not consider that 
to be depreciation. 

We think it should be made clear that where the lease is not re- 
newed, the taxpayer has the right to deduct the unrecovered cost of 
improvement. 

It should be made clear that if an improvement is sold, gain or loss 
generally will be computed under section 1231. 

Senator Kerr. You recommend that in case we need the section in 
the bill? 

Mr. Mrius. Yes, sir. 

Senator Kerr. I would say you are getting around to making some 
worthy suggestions as to how the bill might serve a useful purpose— 
at the beginning of my questions I had concluded from what you said 
‘that your alternative was to take it out. 
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Mr. Mixs. We would like to have you consider that if a taxpayer is 
required to lengthen the term of cost recovery as a result of an exami- 
nation of the tax return, the taxpayer should be permitted a retro- 
active election of depreciation methods. That is a real problem for 
taxpayers, because a lease agreement does not come before the Internal 
Revenue Service sometimes for several years. 

So far as the suggestion on related parties is concerned, we agree 
that stricter rules re needed. 

We do ask consideration of one problem in the area covered by the 
amendment, which is the treatment of unrecovered costs where the 
lease is not renewed. 

The next section I want to comment on is section 24, “Adjustments 
Required by Changes in Method of Accounting.” 

Prior to the enactment of the 1954 code, there was considerable 
uncertainty as to the adjustments to be made when a taxpayer was re- 
quired to change his method of accounting. Section 481 was intended 
to remove this uncertainty. However, the likelihood of escaping tax 
on adjustments attributable to years prior to 1954 has delayed the 
issuance of regulations. 

The section has been largely ineffective since its passage because 
of lack of regulations. Action has been delayed on requests for per- 
mission to change accounting methods where there is a possibility of 
an adjustment under section 481. We understand that over 3,000 ap- 
plications are now pending on which no action will be taken until 
the problem of pre-1954 adjustments is settled. In the interest of the 
public, it is important that obstructions to normal changes and de- 
velopments in business accounting be removed. 

Weare in favor of the principle of section 24 of H. R. 8381; namely, 
adjustments attributable to years prior to 1954 should not escape tax. 

However, it should be realized that retroactive applicatior of this 
provision of the bill will injure those taxpayers who relied on sec- 
tion 481 as originally enacted. Therefore, in all fairness, taxpayers 
should be given a limited period, 6 months for example, after enact- 
ment in which to return to their former position. Because some of 
the taxable years involved may be closed, the statute of limitations 
should be kept open for this purpose. 

Senator Kerr. In other words, you don’t believe, as one witness 
before us yesterday appeared to believe, that if a taxpayer has done 
what. that witness referred to as making an honest mistake, and go 
ahead and make returns under 481 as it was passed, as they inter- 
preted it, and by so doing escaped entirely the paying of some tax 
for some years, you think that if we do pass this that we should give 
them time to make the adjustment, but you don’t concur in the recom- 
mendation that we should do that which would amount to forgiving 
the tax. 

Mr. Mitzs. I personally do not. I am just asking for an oppor- 
tunity for taxpayers to go back to where they were before. 

Section 24 (a) would permit the spread of an adjustment over the 9 
succeeding years or a shorter period if the taxpayers had not been 
engaged in business for that many years prior to the enactment of 
the 1954 code. This seems to be an unnecessary complication. It is 
recommended that other conditions being met, the spread should be 
over the year of change and the succeeding 9 years in all cases. 
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The present law permits the taxpayer to allocate his adjustment for 
,0st-1954 adjustments to the years preceding the change of method. 

he only allocation permitted under the bill for pre-1954 adjustments 
is to the succeeding years. It seems reasonable that if the taxpayer’s 
records are sufficient for him to compute income under his new method 
for earlier years, an allocation to those earlier years should be per- 
mitted. 

The next. section I would like to comment on is section 52, which 
was covered by a previous witness—‘Election Permitting Certain 
Proprietorships and Partnerships To Be Taxed as Corporations.” 

Taxes should not be an influencing factor in selecting the form of 
business enterprise. Accordingly, we favor an option which would 
permit a partnership to be taxed as a corporation and vice versa. 

Thus, the principle of section 1361 seems desirable. Thus far 
taxpayers and their advisers have been handicapped by the lack of 
regulations which if issued would enable them to assist In improving 
the statute. We believe more difficulty will result from repeal now 
and a later reenactment in a changed form than from revision of the 
present law. 

We would rather see the section left in the code revision considered 
after the Treasury’s position is made clear. 

Senator Kerr. Suppose the Treasury advises us—if I understand 
the effect of their advisement, they don’t believe they can make a set 
of regulations to administer the law as it now exists. Would you 
regard that as too quick a give up on their part after just about 314 
years, or would you give them a little more time to try? 

Mr. Miuus. I think it would be reasonable to ask them to say more 
than that they don’t believe they can make regulations. I would like 
to know why they think they can’t. 

Senator Kerr. Do you think your association could help them on 
that ¢ 

Mr. Miris. Sure we could. But the normal procedure we have been 
following on all their regulations is that when they issue their regu- 
lations in proposed form we consider them very carefully and make 
suggestions on them. We would feel much more competent. to advise 
this committee and others on this part of the law if we had an idea of 
the Treasury’s position on the section, and the difficulties they saw. 
We see some difficulties ourselves. 

Senator Kerr. Don’t you think there is some basis for an attitude 
that a corporation or people that used to operate as a corporation 
should operate as a corporate and be taxed as a corporation ? 

Mr. Mitxs. There are many compelling reasons for choosing one 
form or another which we don’t think should affect. the tax burden. 
For example, some businesses may not by State law, or by their own 
disciplinary action, operate as a corporation. Some businesses must 
operate as a corporation for business considerations, risks, and so on, 
which are not at all related to taxation. So we think that they ought 
to be able to pick one or the other. 

Senator Kerr. Don’t you think that that fixes it so that they kind 
of have their cake and eat it too ? 

Mr. Mitts. I don’t think so, Senator. Another committee, I be- 
lieve, is considering a bill to help small business, and is suggesting 
that certain corporations be allowed to be taxed as partnerships. We 
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are for that, and we are for the reverse. We think that the choice of 
business form should be available without regard to tax burden. 

Senator Kerr. 1 would agree with you there, if they are going to 
do it for one they are going to do it for both. And that is your posi- 
tion, as I understand it? 

Mr. Mus. Yes, sir. When H. R. 8300 was under consideration in 
1954, there was a provision—there were two provisions to allow—— 

Senator Kerr. Either to operate taxwise or the other ¢ 

Mr. Minus. And the Conference Committee took out the provision 
to permit corporations to be taxed as partnerships. 

Senator Kerr. But, as I say, I think I agree with you that if they 
are going to do it for either to be taxed as the other, they ought to 
do it for both to be taxed as it is for the other, but you are positive 


and have developed in your conclusion that it should be available 


to both? 

Mr. Miits. Yes, sir. 

Senator Kerr. All right. 

Senator Lone. I would like to ask some questions at that point. 

Actually the election to operate as a corporation or a partnership 
historically was based on whichever happened to be the best form of 
doing business, wasn’t it? Of recent date the election has come to 
be more of an election as to which way would be more desirable tax- 
wise ? 

Mr. Mizis. In some cases, but not in all cases. 

Senator Lone. But in a great number of cases, especially for some 
small corporation and for businessmen who are not in the particularly 
large income bracket, doesn’t oftentimes the tax sitation require that 
they organize their business as a partnership whereas it might have 
been more desirable from an organizational point of view to have done 
business just the other way around ? 

Mr. Mitts. Yes, sir. 

Senator Lone. That is the point I had in mind. And the thought 
occurs to me that there are a number of cases involving small corpora- 
tions or small partnerships where it would be desirable to let them 
do business in one form and be taxed as though they were doing 
business in the other form. 

Mr. Mitts. Asa partnership? 

Senator Lone. Yes. 

Mr. Miuis. And that is the Small Business proposals. I think all 
have included that one suggestion. 

Senator Kerr. Does the witness think that there may be as many 
or more individuals deciding to do business as corporations because 
of elements of personal liability as there are because of elements of 
taxation in this country ? 

Mr. Mitts. I think more because of personal liability, Senator, and 
also ability to transfer an interest in the business without going through 
an individual estate. 

Senator Kerr. I agree with the witness that there are many more 
considerations influencing people to make the decisions as to whether 
they operate as individuals or partnerships on the one hand or corpo- 
rations on the other than the tax liability. 

Mr. Mis. We have 1 or 2 comments directed to the situation, if 
section 52 is included in the bill. One is that retroactive revocation of 
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the election should not involve any interest or penalty if the prior 
election was bona fide under the statute. 

A previously electing partnership or proprietor should have the 
right to effect a nontaxable transfer of net assets to a new corporation. 
‘Alternatively: the partnership or proprietor should have the right to 
be taxed as a liquidating corporation as of the the last day under the 
prior election. 

Senator Witttams. Do you have any estimate as to how many dif- 
ferent taxpayers have made this election ? 

Mr. Mitts. No, sir. In my own experience there have been very, 
very few, because of the lack of regulations? 

Senator Wru1aMs. But there have been a few? 

Mr. Mius. There have been some, yes, sir. 

The final section I wish to comment on is section 70—“Limitation on 
credit or refund.” 

Under present law, the limitation period for refunds starts with the - 
required filing date of the return without regard to any extensions 
ranitrs The limitation period for assessment begins with the actual 

ling date but no earlier than the statutory due date. 

Thus, in any case where a return is filed after the due date, the 3- 
yee refund period and the 3-year assessment period do not coincide. 

he refund period ends before the assessment period, since the refund 
period begins with the statutory due date, while the assessment period 
starts with the actual filing of the return. 

Senator Frear. Which makes a person want to file at the last 
minute? 

Mr. Mus. It doesn’t help there either, Senator. It probably would 
be cured by Section 70, but we feel 

Senator Frear. But you are filing the tax April 15, and for those 
who file January 15, you can have the penalty inflicted on January 15 
in lieu of April 15. 

Mr. Mitts. On March 15, 1958, 2 weeks from today, the refund 
period will expire on the 1954 calendar year returns for many cor- 
porations. On April 15, the refund period will expire on other tax- 
payers’ 1954 returns. But the statute of limitations will not expire 
with respect to Government’s ability to assess, if these individuals 
or corporations filed late. And that is the whole problem we are ask- 
ing to be cured, and it is cured in section 70. But one thing concerns 
us very much—if H. R. 8381 cannot be enacted into law within the 
next 2 weeks then there will be a period when corporate taxpayers 
are not protected on refunds and the Government still has the period 
open on assessment. 

We believe that if H. R. 8381 cannot be enacted prior to March 15, 
section 70 should be taken out of the bill and passed separately. If 
that is not possible, it should be made clear that section 70 applies 
retroactively to the date of enactment of the 1954.code. This is needed 
to reopen an expired period for refund for those taxpayers where 
the period for assessment is still open. 

Mr. Chairman, this concludes my statement. I would like per- 
mission to file within the next few days a statement of position on 
other matters. 

The CHarrMan, Very well. We will put it in the record. 
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(The following was subsequently submitted for the record :) 


AMERICAN INSTITUTE OF CERTIFIED PUBLIC ACCOUNTANTS, COMMITTEE ON FEDERAL 
TAXATION, MEMORANDUM ON VARIOUS SECTIONS oF H. R. 8381 SuBMITTED T0 
COMMITTEE ON FINANCE, UNITED STATES SENATE, MArcuH 5, 1958 


This memorandum is offered for the record as a supplement to our oral state- 
ment of February 28. Further comment is made on section 14 of H. R. 8381, 
improvements of leased property, as well as on other sections of H. R. 8381. 


SECTION 2. RETIREMENT INCOME CREDIT 


The proposed change seems proper and would eliminate an unintended dif- 
ference in the tax treatment of taxpayers residing in community property States 
and those in noncommunity property States. 

We suggest a further change to eliminate the maneuvering on stockowner- 
ship so as to qualify for the two credits. Regardless of stockownership, the 
two credits should be granted if both spouses had earned income and a joint 
return is filed. 


SECTION 11. LIMITATIONS ON CHARITABLE CONTRIBUTIONS DEDUCTION 


This section of the bill can be divided into two parts—the adjustment of the 
charitable contributions deduction on account of prepaid interest, and the ad- 
justment of the contributions deduction because of current interest. We agree 
with the first part relating to prepaid interest. 

We question the desirability of an adjustment because of current interest. 
In a situation of this sort, the taxpayer subjects himself to a risk of loss. He 
commits his credit to the transaction. Under the circumstances, we believe 
the transaction has economic reality and there should be no adjustment of the 
contributions deduction. 

Furthermore, detailed study is needed of the whole area of contributions 
of property which represents in whole or in part unrealized income. This par- 
ticular question is only a minor segment of a broad problem. Any changes of 
law in so complex an area should be made with care and only in situations 
where there is no doubt as to the lack of substance to the transaction. 


SECTION 13. NET OPERATING LOSS DEDUCTION 


This section will affect only certain taxable years ending in 1954. The statute 
of limitations for refunds will expire shortly on such taxable years. An ex- 
tension of the statute of limitations, say for 6 months, should be granted for 
claiming refunds arising out of this section. 


SECTION 14. IMPROVEMENTS OF LEASED PROPERTY 


These comments are in addition to those made in our oral testimony. 

The burden of proof is not clear in a situation where the taxpayer is willing 
to go along with the intent of the bill and use the estimated useful life. Take 
as an example a 25-year lease with a 25-year optional renewal period. Assume 
the lessee erects a building and, to avoid controversy, adopts a 40-year life for 
depreciation purposes. Then suppose the lessee does not renew the lease. Pre- 
sumably he is entitled to deduct the remaining undepreciated cost as an ordinary 
loss at the end of the 25th year. But suppose it happened in an unusually high 
tax bracket year, and that the Service challenges the deduction on the grounds 
that the building should have been amortized over the original term of the 
lease. Where does the burden of proof lie, and how must it be sustained? 
Must the Service prove that the taxpayer did not intend to renew or must 
the taxpayer prove that he did intend to renew? Must the fact be proved for 
each year of the 25-year period? Obviously, under the assumed circumstances, 
the intent of the taxpayer may have changed, but must he prove the exact time 
of the change? 

Discussion of this problem has dealt chiefly with the timing of the deduction 
for amortization or depreciation of leasehold improvements. There is also the 
related problem of the renewal of a lease after amortization of improvements 
over the original term, followed by the sale of the leasehold with the gain being 
taxed at capital gain rates. If that is the abuse at which the proposed legisla- 
tion is aimed, it might better be corrected along the lines of section 1238 of the 
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code. In any event, this situation is only a small segment of the vast problem 
of capital gains taxation. 

While we do not favor the proposed change in the statute, we are convinced 
that if there must be a change it should be made less objectionable. Accord- 
ingly, we have suggested in our oral statement that consideration be given to the 
use of “escape formulas.” 

With respect to the burden of proof, it is our opinion that the procedure estab- 
lished by section 534 of the code to shift the burden of proof to the Government 
in the case of corporations improperly accumulating surplus would be fair and 
reasonable here. Upon challenge by the Service, it should be sufficient for the 
taxpayer to file an adequate statement of the grounds on which he relies. 

It seems clear that if the taxpayer is required to depreciate the cost over the 
estimated useful life, he is permitted to use accelerated methods of depreciation. 
(In recognition of this, a cross-reference to sec. 167 should be supplied in order 
to remove any uncertainty whether sec. 167 (b) would be equally applicable to 
the proposed new section. ) 

It is important that the statute permit the taxpayer to elect to consider his 
improvements as separate properties regardless of his practice for other depre- 
ciable properties. He should not be restricted by his method of accounting for 
retirements in accordance with regulations 1.167 (a)-8. Thus, if an improve- 
ment is depreciated over a period longer than the original term there will be no 
question about a deduction for the full unrecovered cost upon abandonment. 

The proposed section should not apply unless the “option exercisable by the 
lessee” permits renewal on the basis of all substantial terms and conditions of 
the original lease. For example, the section should not apply where there are 
provisions for the renegotiation of rent for the renewal period. Where renewal 
terms appear in the original lease but rentals are subject to factors not under 
the lessee’s control, e. g., price indexes, this section should not apply. This is 
extremely important because such uncertainties in the terms of the possible 
renewal lease make the renewal have the effect of a new lease. A taxpayer 
should not be required to prove that he would not make a new lease, the terms 
of which are presently unknown. 

With respect to the provisions for related parties, the principles of section 267 
are not adequate to control the problem. For example, under section 267, the 
term “related parties” does not include two corporations, more than 80 percent 
owned by the same individual, if neither corporation is a personal holding com- 
pany or a foreign personal holding company. While a lease between such parties 
would be subject to the strict provisions of subsection (a), it does not seem 
proper to exempt it from the stricter rule of subsection (b). 


SECTION 19. TAXATION OF EMPLOYEE ANNUITIES 


Section 19 (a) relates to the taxation of employee annuities purchased by tax- 
exempt organizations under a plan which is not qualified. <A typical situation at 
which it is directed involves the doctor who agrees to work for a hospital without 
any compensation other than a nonforfeitable annuity which will not begin to 
pay off until a specified age level is reached. 

Section 19 (a) would limit the amount of tax deferral obtainable to 20 percent 
of the currently taxable compensation based on a full year of service plus a past 
service allowance. It would be necessary to aggregate part-time service in order 
to arrive at the equivalent of a full year of service. Obviously, it will be difficult 
to determine what constitutes a full-time equivalent for doctors and others who 
do not operate on a regular working day. 

If section 403 (a) were amended so as to benefit only members of the clergy 
(for whom it usually is difficult to synthesize a qualified plan), it seems that the 
way would be clear for requiring that section 501 (c) (8) employers would have 
to qualify under section 401 with nondiscriminatory plans. This would be a 
better solution than section 19 (a) of the bill which represents a complex effort 
to moderate a loophole rather than close it. 

Section 19 (c) deals with forfeitable annuities payable by tax-exempt organi- 
zations but is not limited to seciton 501 (c) (3) organizations. 

The employee of a tax-exempt organization would be taxable at the time his 
rights change from forfeitable to nonforfeitable on the full value of the annuity 
contract at that time, less any contributions he has made. However, taxability 
in full in the year of vesting would not apply to employees of section 501 (c) (3) 
organizations. For them the 20 percent exclusion allowance would come into 
play, even for forfeitable annuities. The exclusion would apply in the year in 
which vesting occurs, as contrasted with nonforfeitable annuities, where the 
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application would take place in the year of purchase. Thus, a doctor employed 
by a tax-exempt hospital would be more favorably treated than an executive 
secretary of a chamber of commerce whether the annuity is forfeitable or non- 
forfeitable. 

The taxation of forfeitable annuities in the year in which they become non- 
forfeitable can cause great hardship. For instance, it is possible for some non- 
forfeitable interests to be divested by death or for other reasons. Hence, it 
would seem that a restrictive definition of the word “nonforfeitable” would be 
required so that in no instance would an individual be taxed for an interest 
which may be lost to him or to his estate. In the interest of consistency, we 
recommend a spread-back of amounts which would be piled up in 1 year’s taxable 
income but relate to services rendered during prior years. 


SECTION 22. VARIABLE PRICE RESTRICTED STOCK OPTIONS 


We question the language in the proposed section 421 (d) (7): “* * * if such 
value may be greater than the average fair market value of the stock during 
the calendar month in which the option is exercised.” As now written, an option 
should only be exercised on the last day of the calendar month, otherwise an 
increase in value after the date of exercise could disqualify the option. 

The interests of the Government would seem to have ample protection if the 
words “during the 30 days previous” were substituted for the “calendar month.” 


SECTION 23. TRANSFERS OF INSTALLMENT OBLIGATIONS TO CONTROLLED INSURANCE 
COMPANIES 


Actually, this appears to be part of a larger problem of transfers to corpora- 
tions, but if the loophole exists, it is desirable to close it. 

We suggest that the word “controlled” should be eliminated from the title of 
the section and from the committee reports. The statutory text makes no 
mention of the need for control. Apparently, the section applies to any type 
of nonrecognition section if the transferee is a life-insurance company or a part- 
nership with a life-insurance company as a partner. While the title of a section 
may not have great statutory significance, the word “controlled” is misleading 
and should be dropped. 


SECTION 24. ADJUSTMENTS REQUIRED BY CHANGE IN METHODS OF ACCOUNTING 


As stated in our oral testimony, we are opposed to the retroactive effect of 
the change in treatment of pre-1954 adjustments. 

An additional problem in section 481 which should be considered is the treat- 
ment of adjustments which may cause a substantial reduction in income. The 
decrease in income in the year of change should be spread in the same manner 
as increases. 


SECTION 


25. DENIAL OF EXEMPTION TO ORGANIZATIONS ENGAGED IN PROHIBITED 
TRANSACTIONS 


Present restrictions on the use of debentures by a corporation in borrowing 
from a pension trust are quite severe. This section of the bill would ease the 
situation. 

However, as worded, the bill would not furnish relief to many taxpayers. The 
percentage limitations set forth in the proposed subsection 503 (h) are not 
realistic since many smaller companies are unable to find more than one source 
of credit. For similar reasons, the criteria for eligible debentures do not apply 
to smaller companies. Debentures of such companies would not be sold on 
the open market or through an underwriter, but only by the issuer direct and 
then only to the single source of long-term credit he may have. 

It should be sufficient if the obligations are acquired at fair market value on 
a basis which would be acceptable to an independent lender. 
SECTION 31. PERCENTAGE DEPLETION RATES FOR CERTAIN 
IN 1954 


TAXABLE YEARS ENDING 





We recognize that the purpose of this section is to place fiscal-year and 
calendar-year taxpayers on the same basis. However, it seems clear that the 
problem was known at the time the 1954 code was enacted. Extension at this 
time is not the correction of a technical flaw. We question the desirability of 
this section and recommend that it be removed from the Dill. 
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SECTION 32. RETENTION OF 1939 CODE RIGHTS WITH RESPECT TO TREATMENT OF 
MINERAL INTERESTS 


As worded, it is not clear what this section would do. It would seem pref- 


‘erable to spell out what is being done rather than incorporate by reference a 


large number of rulings and court decisions. 
SECTION 37. CARRYBACK AND CARRYOVER OF FOREIGN TAX CREDIT 


This amendment would eliminate hardships which arise from the accounting 
requirements of certain foreign countries. For example, some countries have 
mandatory fiscal years. A United States corporation, filing Federal tax returns 
on a calendar year, often discovers that profits in such a country are reportable 
to the United States for one year while the foreign tax accrues in a later 
year for purposes of the foreign tax credit. 

Thus, part or all of the credit may be lost. The taxpayer can’t claim the lost 
credit as a deduction without surrendering the right to a tax credit for other 
foreign operations. Because of operations in various countries, the United 
States corporation cannot conform its year for United States tax purposes to 
the fiscal years of the foreign countries. 

Similar difficulties arise from mandatory accounting methods of some 
countries. 

We recommend passage of this section. 


SECTION 41. POSTPONEMENT OF GAIN FROM SALE OR EXCHANGE TO EFFECTUATE 
FEDERAL COMMUNICATIONS COMMISSION POLICIES 


This provision should only apply where there is not a substantial question as 
to the interpretation of FCC rules or policies or of their legality. A taxpayer 
who has raised a substantial question should not be penalized for having made 
an incorrect interpretation. 


SECTION 42. BONDS ISSUED AT A DISCOUNT 


This section attacks the avoidance of tax by the issuance of bonds with an 
artificially large discount. However, in order to avoid tax it is necessary to 
have a seller willing to issue the bonds and accept the risk of a long-term 
commitment to pay interest and redeem the bonds at the increased price. In 
view of the seller’s commitment, the transaction is entered into either because 
of collusion between the buyer and seller or because the seller is forced to 
make his loan under such terms. 

If the seller is forced to issue his bonds under such terms, the change in 
the law will make his bonds a poorer investment. Thus he will be penalized. 
We believe that in cases of this sort, the problem is sufficiently controlled by 
market conditions. 

Where there is collusion between the buyer and seller, existing rules or 
sham transactions ordinarily would be adequate to deal with the problem. It 
may be necessary to have a rule presuming collusion where the parties are re- 
lated. Any such presumption should be rebuttable. 


SECTION 76. BANKRUPTCY AND RECEIVERSHIP PROCEEDINGS 


The amendment is a helpful clarification of the code. However, in order 
not to make past efforts useless, it would be helpful if the petition could be 
followed through in those cases where the petition was filed prior to enactment 
of H. R. 8381. 


Senator Bricker is here for the purpose of presenting to the com- 
mittee a witness and we will now recognize him. 


STATEMENT OF HON. JOHN W. BRICKER, UNITED STATES SENATOR 
FROM THE STATE OF OHIO 


Sene KER. Mr. Chairman, I just came over to introduce to 
Senator Bricker. Mr. Ch , I just to introduce t 

the committee a good friend and a representative of one of the Short 
Line Railroads in Ohio, at Akron and Canton. They have a sugges- 
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tion to make here as to the amendment to the second section, section 
82. The first section they have no opposition. 

I just want to commend him to the committee and introduce him to 
you, Mr. Chairman. 

This is Dr. Zeis. 

Senator Frear. Mr. Chairman, may I say to the distinguished 
senior Senator from Ohio that your Congressman, Congressman Wil- 
liam Ayres, who was previously in the room, I am sure would concur 
in the statements you have made on behalf of Mr. Zeis. 

Senator Bricker. Thank you very much. 

It is a small railroad in Ohio, it is a feeder line, but it is ably repre- 
sented by Mr. Zeis. 

The CHarrman. Thank you very much. 

Senator Bricker. Thank you, Mr. Chairman, and members of the 
committee. 

The Cuamman. The next witness is Mr. Barron K. Grier. 


STATEMENT OF BARRON K. GRIER, SAFE HARBOR WATER 
POWER CORP. 


The Cuamman. Will you proceed, please, sir. 

Mr. Grier. Mr. Chairman, my name is Barron K. Grier, of 1001 
Connecticut Avenue, Washington, D.C. I represent the Safe Harbor 
Water Power Corp. of Safe Harbor, Pa. We propose an amendment 
to section 80 of H. R. 8381, entitled, “Income Taxes Paid by Lessee.” 

That section would eliminate a practice of the Internal Revenue 
Service relating to lessor-lessee contracts in which the lessee agrees to 


pay the income taxes of the lessor. The practice which this section 
would stop requires, in the computation of the lessor’s income-tax 
liability, the use of an algebraic formula or a large number of compu- 
tations resulting in the complete pyramiding of taxes to the point 
where less than i cent is due. We submit that the amendment ought 
not to be limited to the lessor-lessee relationship but should be ex- 
tended to cover the situation of other corporations where one pays 
money to another and pays the income taxes on it as well. 

Safe Harbor generates electrical energy which it sells to other cor- 
porations under a rate schedule which requires the purchasing corpo- 
rations to pay for the energy and to pay the Federal income taxes of 
Safe Harbor. In 1941 the facts were presented to the Internal Rev- 
enue Service with a request for advice as to how Safe Harbor should 
compute its Federal income tax liability. In reply the Internal Rev- 
enue Service issued a ruling, dated December 17, 1941, the pertinent 
part of which reads as follows: 


It is well established that the payment of a tax by a person other than the 
taxpayer constitutes income to the taxpayer in whose behalf the tax is paid. 
In such cases it is the practice of the Bureau to include such payment as addi- 
tional income to the person on whose behalf the payment is made, but beyond 
that point the Bureau will not pyramid liability. Accordingly, in the case you 
submit there should be but one addition to the income of the Safe Harbor Water 
Power Corp., by reason of the taxes paid on its behalf * * *. 


The effect of this ruling may be illustrated by the following ex- 
ample, in which a 50 percent tax rate is assumed for purposes of 
simplicity : 
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Paid to Safe Harbor for electrical energy 
Paid to Safe Harbor as tax on $100 payment 
Paid to Safe Harbor as tax on $50 tax 


Total paid to Safe Harbor 


In accordance with the ruling Safe Harbor would report income of 
$150 and pay a 50 percent tax of $75, all of which was paid, of course, 
by its customer. 

The ruling issued to Safe Harbor was in conformity with a well- 
settled administrative practice which the Internal Revenue Service 
had been following for many years. The practice was referred to in 
the Government’s brief in Old Colony Trust Company v. Commis- 
sioners (279 U.S. 716), decided by the Supreme Court in 1929, as 
follows 


There is attached hereto as appendix C a letter from the Commissioner of 
Internal Revenue showing that it has always been the practice of the Treasury 
Department to compute total income by adding to the amount actually received 
by the taxpayer, the amount of any tax which another has paid for his benefit 
under an agreement between the parties. It is true that in earlier years there 
was a lack of uniformity in treatment and that in some cases the amount of 
additional taxes paid by another was in turn added to the taxpayer’s income. 
Since 1923, however, the practice has been settled and the Treasury Department 
has added only the original tax paid by another, and abandoned any attempt to 
treat the additional tax as additional income. 


For 30 years the Service consistently followed the practice of re- 
quiring a taxpayer to include in his income only the original tax paid 
by another. In 1952, however, the Service changed the rule. In 
March of that year it issued Mimeograph 6779 (1952-1 C. B. 8) 


which said, in effect, that where a lessee agreed to pay the income 
taxes of a lessor, all such tax payments must be included in the 
lessor’s income. It was brought to the attention of the Internal Reve- 
nue Service that Mimeograph 6779 applied only to lessor-lessee situ- 
ations and left the old rule in effect in situations like that of Safe 
Harbor where a lessor-lessee relationship does not exist. Accordingly, 
in October 1952, the Service amended Mimeograph 6779 to make it 
applicable to all situations where one party paid the income tax of 
another (Mimeograph 51, 1952-2 C. B. 65). 

The result of these mimeographs was to require the complete pyra- 
miding of tax liability to a point where less than 1 cent was due. The 
following illustrates the effect of the change on the example used 
above: 
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In accordance with the changed rule, Safe Harbor would report in- 
come of $199.99 and pay a 50 percent tax on that amount. 

The purpose of section 80 of H. R. 8381 is to restore the old, 30- 
year rule to the years 1952 and 1953. However, as presently worded 
section 80 would restore the old rule only with respect to lessor-lessee 
situations, leaving the changed rule, requiring complete pyramiding, 
applicable to other contractual arrangements which, for this purpose, 
are the same as lessor-lessee contracts. 

The pre-1952 administrative practice was applied to Safe Harbor 
and its customers as well as to lessors and lessees. The change made 
in 1952 was applied to Safe Harbor as well as to lessors and lessees. 
Since section 80 provides for reinstating the pre-1952 rule for lessors 
and lessees we submit that it should be broadened to cover situations 
like that of Safe Harbor. 

You will observe, Mr. Chairman, that section 80 of H. R. 8381 would 
reinstate the old rule only to the years 1952 and 1953. The reason 
for this is because section 110 of the 1954 Code provides a third 
method for handling income taxes paid by a lessee corporation on 
behalf of a lesser corporation. 

Under the 1954 Code the lessor is required to include in income 
only the amount of the rental payment, and only this amount is allowed 
as a deduction to the lessee. The lessee is not allowed to deduct any 
income taxes paid on behalf of the lessor. Safe Harbor’s arrange- 
ment meets all of the tests prescribed by section 110 of the 1954 Code 
except that its relation with its customers is not that of lessor-lessee. 

I cannot understand why a distinction should be made, either in 
the 1954 Code or in section 80 of H. R. 8381, for the sole reason that 
a legal relationship of lessor-lessee does not exist. 

Therefore, it would be consistent with the suggested change in sec- 
tion 80 of H. R. 8381 to also amend section 110 of the 1954 Code so 
as to make it cover other contractual arrangements, which are not 
materially different from lessor-lessee contracts. 

Mr. Chairman, I have attached to my statement a proposed amend- 
ment to section 80 of H. R. 8381 which I would like to have inserted in 
the record, if I may. 

The Cuamman. Without objection, it will be inserted in the record. 

(The proposed amendment referred to is as follows :) 


PROPOSED AMENDMENT TO SecrIon 80, H. R. 8381 


At the end of section 80 (a) of H. R. 8381 insert the following: 

“For purposes of this subsection the term ‘lease’ shall include an arrangement 
whereby one or more corporations are required to pay or to reimburse another 
corporation for the tax imposed by this chapter with respect to income derived 
by such other corporation under such arrangement, the terms ‘lessee’ and ‘lessor’ 
shall include the corporations which are parties to such arrangement, and the 
term ‘rentals’ shall include payments made under such an arrangement.” 

Senator Bennett. I would like to ask a question. 

I notice in the proposed amendment you refer only to the relation- 
ship between corporations. If the situation should involve on one 
side or the other a partnership or an individual, should that be covered 
also # 

Mr. Grier. It would not be as section 80 is presently drafted, nor 
are they covered under section 110 of the 1954 Code. Both of those 
apply only to corporations, sir. Our proposed amendment would not 
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change the situation either under section 80 of H. R. 8381 or under 
section 110 of the 1954 Code. 

Senator Bennett. Isee. Thank you. 

The Cuatrman. Thank you very much, Mr. Grier. 

The next witness is Mr. Samuel H. Hellenbrand, of the Association 
of American Railroads. 


STATEMENT OF SAMUEL H. HELLENBRAND, ASSOCIATION OF 
AMERICAN RAILROADS 


The CuHatrman. Will you proceed, Mr. Hellenbrand. 

Mr. Hevtensranp. Mr. Chairman and gentlemen, I represent here 
today the Association of American Railroads, and I am here to testify 
in favor of section 81 of H. R. 8381 in its present form. 

I expect to be very brief, and we respectfully request permission to 
file a full statement, which I think has been distributed to you. 

(The complete statement of Mr. Hillenbrand is as follows:) 


STATEMENT OF SAMUEL H. HELLENBRAND, REPRESENTING ASSOCIATION OF 
AMERICAN RAILROADS 


Mr. Chairman and gentlemen, my name is Samuel H. Hellenbrand. I represent 
the Association of American Railroads, a voluntary association of railroads, 
including in its membership railroads operating approximately 95 percent of the 
mileage of all railroads in the United States and having operating revenues 
which are approximately 95 percent of the total operating revenues. I am here 
to testify in favor of section 81 of H. R. 8381. The language of this section is 
the result of many months of drafting work between the Treasury Department, 
the staff of the Joint Committee on Internal Revenue Taxation, and a committee 
of this association. 

GENERAL STATEMENT 


Section 81 of H. R. 8381 is intended to provide an equitable settlement of a 
problem which has existed for a number of years, and has presented difficulties 
in tax administration. The controversy is as to the basis on which depreciation 
should be computed. Section 81 is designed to settle the problem which has arisen 
in the situation in the case of taxpayers who, during the period between January 
1, 1941, and December 31, 1955, changed from the “retirement” to the “straight 
line” method of accounting for depreciation. They will be allowed substantially 
the same amount of deductions in the aggregate which would be allowed to 
taxpayers who had at all times used the “straight line” method. Section 81 
contains certain important safeguards to the Government, provides uniform 
treatment to all taxpayers affected and, by restricting refunds for past years, 
affords protection to the revenue. 


BACKGROUND 


For a great many years, in accordance with the accounting regulations issued 
by the Interstate Commerce Commission, nearly all railroads employed the 
so-called “retirement” method of accounting for depreciation on certain roadway 
property. The same method was followed for tax purposes and was accepted by 
the Commissioner of Internal Revenue and the courts as a proper method of 
determining the annual depreciation allowance under the Internal Revenue laws. 
(See Chicago & Northwestern Railroad Co., et al. v. Commissioner (C. C. A. 7, 
1940), 114 F. 2d 882; St. Paul Union Depot Co. v. Commissioner (C. C. A. 8, 
1941), 123 F. 2d 235.) Under this system of accounting the cost of certain 
assets is charged against income at the time such assets are retired from service. 
The taxpayer’s annual allowance for depreciation is made up of the aggregate 
cost of all items retired in the particular year together with the cost of certain 
repairs and minor replacements which, under the “retirement” method of 
accounting, are charged directly to expenses and never reflected in the capital 
account. The courts have held that the deductions taken each year for assets 
retired together with the items charged to expense currently (but which would 
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be capitalized under the “straight line” method), are a reasonable measure of the 
annual depreciation allowance on all property subject to retirement accounting 
(Commissioner v. Union Pacific Railroad Co. (C. A. 2, 1951), 188 F. 2d 950; 
Boston & Maine Railroad vy. Commissioner (C. A. 1, 1953), 206 F. 2d 617). The 
“retirement” method taxpayer maintains no “reserve for depreciation” account, 
as such, but credits the cost of the assets retired directly against the capital 
account. 

A taxpayer using the “retirement” method was not permitted to claim “straight 
line” depreciation on the same kinds and classes of property. (See Chicago & 
Northwestern Railroad Co.,, et al. vy. Commissioner, supra; St. Paul Union Depot 
Co. v. Commissioner, supra; Central Railroad Company of New Jersey, 35 B. T. A. 
501; and the Cincinnati Union Terminal Company, 44 B. T. A. 905.) 

In the early 1930’s, the Internal Revenue Service took the position that the 
amount of the deduction to which a “retirement” method taxpayer was entitled, 
was to be reduced by depreciation sustained prior to March 1, 1913. Recently 
the courts of appeal for both the first and second circuits have held that adjust- 
ment for depreciation sustained prior to March 1, 1913, is not proper under the 
retirement system (Boston & Maine Railroad Co. v. Commissioner, supra; Com- 
missioner v. Union Pacific Railroad Co., supra). 


RAILROADS REQUIRED TO CHANGE THEIR ACCOUNTING METHOD 


In 1942 the Interstate Commerce Commission, with respect to most roadway 
property, ordered class I railroads to change, not later than January 1, 1943, 
from “retirement” to the “straight line” method of accounting for depreciation. 
For a number of compelling reasons, the railroads applied to the Commissioner 
of Internal Revenue for permission to make the same change for tax purposes. 

The change ordered by the Interstate Commerce Commission Occurred in a 
war period, when property was required for wartime transportation needs and 
when it was not in the national interest to permit retirement of any part of this 
property. Failure to change to the “straight line’ method for tax purposes 
would have resulted in a substantial distortion of income, not only during the 
war period but also in the postwar period when the necessary retirements were 
made. Furthermore, to have maintained 2 sets of accounting systems, 1 for tax 
purposes and 1 for Interstate Commerce Commission purposes, would have neces- 
sitated the use of an increased staff of highly skilled personnel at a time when 
they were needed for more productive work in connection with the war effort. 

The Commissioner, relying on what he then understood to be the nature of 
the “retirement” method of accounting, granted permission to change to the 
“straight line” method, but prescribed certain conditions. One of these was that 
there be established a reserve of 30 percent of the cost of the assets involved in 
the change of accounting methods, and that the remaining sum to be recovered 
by way of depreciation be limited to the cost or other basis of the property 
reduced by the amount of such reserve. The railroads objected to this reserve 
on the ground that it was not proper under the law since proper adjustments 
had already been made and no part of such 30-percent reserve had theretofore 
been either “allowed” or “allowable” as a deduction for Federal tax purposes. 
The Commissioner persisted in his position, and required the railroads to agree 
to a 30-percent reserve (along with certain other terms and conditions) before 
he would grant them permission to change to the “straight line” depreciation 
method. Faced with the necessity of obtaining the Commissioner’s approval of 
the change, and since it appeared that due to the circumstances set forth above 
a change was imperative for practical reasons, the railroads generally had no 
choice but to accept the Commissioner’s terms and conditions. 


DEVELOPMENTS IN THE COURTS 


Subsequent litigation has contributed much to an understanding of the “retire- 
ment” method of accounting as it relates to Federal income taxes. In the 
Boston and Maine and Union Pacific cases, the courts set aside the Commis- 
sioner’s attempt to require an adjustment to a retirement deduction for depre- 
ciation sustained prior to March 1, 1913. In Kansas City Public Service Co. v. 
U. 8. (D. C. W. D. Missouri, 1951) (100 F. Supp. 105) and in The Akron, Canton 
€ Youngstown Railroad Co. (1954) (22 T. C. 648) (appeal (C. A. 6) dismissed by 
stip. 1956) a Federal district court and the Tax Court of the United States, 
respectively, have now held that as a matter of substantive tax law a change 
from “retirement” to “straight line’ depreciation does not warrant establish- 
ment of the equivalent of the 30-percent reserve. The Tax Court pointed out in 
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the Akron case (p. 657) that establishment of such a reserve “would, in effect, 
duplicate what already was done by its predecessors under the retirement method 
* * * the effect of the adjustment would be to require a double adjustment.” 
Cases are still pending in the courts and before the Internal Revenue Service, 
and the railroads generally stand by ready to file refund claims, upon the same 
grounds. Other cases are still pending in the courts and before the Internal 
Revenue Service. 
INVALID CONDITIONS 


While the Commissioner of Internal Revenue may have authority to prescribe 
conditions to a change in accounting methods, he may not prescribe unlawful 
conditions. (See Union Pacific Rk. Co. v. Public Service Com’n., 248 U. 8. 67, 70; 
U.S. v. Bethlehem Steel Corp., 315 U. S. 289, Manhattan General Equipment Co. 
v. Commissioner, 297 U. 8S. 129; Arkansas-Oklahoma Gas Co. v. Commissioner, 
201 F.. 2d 98; United States v. Chicago, etc., R. Co., 282 U. 8S. 311.) 

The 30-percent reserve has been held to be unlawful as a matter of substantive 
tax law (Kansas City Public Service Co. v. U. S. supra; The Akron, Canton € 
Youngstown Railroad Co., supra). It must follow that the 30-percent reserve 
condition is void. (See also H. Rept. 1337, 83d Cong., 2d sess., pp. 50, A164; S. 
Rept. 1622, 83d Cong., 2d sess., p. 307.) 


PROPOSED SOLUTION 


Section 81 provides for settlement of the problem. It will eliminate a dispute 
already many years old which, if not otherwise disposed of, is certain to continue 
on for many more years, with all of the attendant costs and expenses both tothe 
Government and the taxpayers. 


TO WHOM SECTION 81 APPLIES 


Section 81 applies only to taxpayers who changed from “retirement”: to 
“straight line” depreciation during the period January 1, 1941, and January 1, 
1956, under the so-called terms letter. Section 81 does not apply to a taxpayer 
who is still on retirement accounting. 


EFFECT OF SECTION 81 


The effect of section 81 will be to allow to a taxpayer (to whom this section 
applies) who changed from “retirement” to “straight line’ depreciation sub- 
stantially the same amount of deductions in the aggregate for depreciation (ex- 
cept for the special obsolescence matter discussed later), as would be allowed 
to a taxpayer who had at all times used “straight line” depreciation. 


TO WHAT ASSETS DOES THIS SECTION APPLY 


Section 81 applies only to those roadway assets which were on hand at the 
time the railroads changed to straightline depreciation which is most cases was 
in 1943. Section 81 has no application to any assets acquired after that time. 


THEORY ON WHICH SECTION 81 IS BASED 


The theory of section 81 is that the railroads affected will settle the dispute by 
obtaining substantially the same amount of deductions in the aggregate for de- 
preciation as would be allowed to a taxpayer who had always followed the 
straight-line method. 

In »pplying this theory, it is necessary to consider separately the problem of 
depreciation sustained prior to March 1, 1913, and of depreciation between Feb- 
ruary 28, 1913, and the date of the change to the straight-line method. Each of 
these problems has been met in section 81. 


PROBLEM OF DEPRECIATION PRIOR TO MARCH 1, 1913 


Under the applicable provisions of the 1954 and 1939 codes, the cost of the 
property of taxpayers using the straight-line method must be reduced for de- 
preciation sustained prior to March 1, 1913. The courts have held that this may 
not be done in the case of taxpayers using the retirement method. However, it 
is provided in section 81 that a reserve be established for such depreciation. 
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PROBLEM OF DEPRECIATION SUBSEQUENT TO FEBRUARY 28, 1913 


The second question is whether any reserve should be set up for depreciation 
between February 28, 1913, and the time of the change to straight-line deprecia- 
tion, which in most cases was in 1943. Applying the theory of the proposed 
settlement that the taxpayer who had originally followed the retirement method 
and changed to straight-line depreciation is entitled to recover substantially the 
same amount of depreciation as the taxpayer who had always followed straight- 
line depreciation, no such reserve is proper. To establish a reserve would work 
an unwarranted double adjustment for the same item. Therefore under section 
81 no provision is made for such a reserve. 


SPECIAL OBSOLESCENCE PROBLEM 


Section 81 provides that in computing the amount of the deductions due to sale, 
casualty, or abnormal retirement during the period January 1, 1941, and Decem- 
ber 31, 1955, taxpayers electing to come under this section will reduce the losses 
otherwise allowable by the full 30 percent reserve. Moreover, the 30 percent 
reserve allocated to such special obsolescence deductions will be lost to the rail- 
roads forever. This is an important concession to the Government made by the 
affected railroads since it will prevent refunds for such items for past years. 


PROSPECTIVE EFFECT OF SECTION 1 OF SECTION 81 


Section, 81 provide for the elimination of the 30-percent reserve, effective only 
for years beginning after December 31, 1955, except for that portion of the 30- 
percent reserve applicable to assets disposed by sale, casualty, or abnormal 
retirement between the date of the change and December 31, 1955. 

In determining basis for taxable years between the date of the change and 
December 31, 1955, the 30-percent reserve will, in effect, be “frozen in” as an 
adjustment to basis for depreciation and for gain or loss. Taxpayers electing to 
come within the provisions of section 81 will forego the right to file claims or 
suits for refund for any of those years with respect to the validity of the 30- 
percent reserve as an adjustment to basis for depreciation and gain or loss 
purposes. This feature of the bill would afford substantial protection to the 
revenue, since in many instances taxable years of railroads are “open” for the 
filing of claims or suits for refund as far back as 1942. This period covers a 
span of years involving not only income taxes but also excess-profit taxes imposed 
during World War II and the Korean conflict. Any refund would also require 
the payment of interest, in some cases in excess of 84 percent. 

In addition to the income-tax provision just described, the bill provides that 
in the case of taxpayers subject to the provisions of chapter 1D or 2E of the 
Internal Revenue Code of 1939 (relating to excess-profits taxes) no reduction in 
accumulated earnings and profits shall be made with respect to the 30-percent 
reserve, but in lieu thereof the specified adjustment shall be made for depreciation 
sustained prior to March 1, 1913. 

CONCLUSION 


The railroads affected believe that under the court decisions they are entitled 
to a deduction through depreciation for the entire cost of their property. Never- 
theless, the railroads affected are willing to make the concessions provided for in 
section 81 in order to terminate a dispute which is already 15 years old. The en- 
actment of this section will permit the closing of the audit of tax returns from 
1942 to date. 
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The following estimates which we have made illustrate the settlement whieh 
the railroads offer in the proposed bill: 


Comparison of deductions and taxes under court decisions and under the 
proposed bill 


| 
Adjustment of taxes for prior years Under e-urt | Under sec- 
decisions | tion 8% 
| 





Dnase his rotenad, VOR MAB Ob coins 66+ 60 eennsinn ne sper beneeneevesbe | $197, 000, 000 
Interest on tax refunds. - - -- Peace ‘ aes ae wn=nona] 76, 000, 000 


Total income-tax refunds and interest for prior years. . ste ad 273, 000, 000 | 0 
Reduction in income taxes, years after 1955- - subtd tfc aoa lcfee 1 nike dS ame 
Tax reductions in each year 1956-95_.......-.....-......-.---.- 1 10, 000, 000 | 1 $8, 750, 000 


1 Per year. 


Nore.—The assumed tax rate is 50 percent. It is recognized that in some prior years the normal and surtax 
rate was lower, but the excess-profits rates would have been applicable in some years so that the rates in 
those years would have been much in excess of 50 percent. 


It can be seen from the foregoing that under section 81 as to the taxpayers 
electing to come under this section, there will be no income-tax refunds for 
prior years, whereas under the Court decisions there could be refunds of income 
tax and interest in excess of $270 million. In addition, the deductions over the 
next 40 years would be less under section 81 than the deductions would be 
under the Court decisions. 

SECTION 80 OF H. RB. 8381 


I am also here in support of section 80 of H. R. 8381. This section relates 
to a complicated problem involving the computation of income taxes in a situa- 
tion where a lessee has undertaken the obligation to pay the lessor company’s 
income taxes. 

Prior to 1952 the Internal Revenue Service followed a method which was con- 
sistent with the representations made by the Government to the Supreme Court 
of the United States and which, as the Court of Claims recently stated, “* *; * 
the Court published that representation to all who were interested” (Connecticut 
Railway and Lighting Co. v. United States, 142 F. Supp. 907, 909 (Ct. Cl. 1956)). 

Despite the representation made to the Supreme Court (see Old Colony Trust 
Company v. Comm’r, (279 U. 8S. 716, 730-731 (1928)) the Internal Revenue 
Service, effective with taxable year 1952, changed its prior practice and began 
to pyramid the taxes. 

This situation was rectified by section 110 of Internal Revenue Code of 1954. 
This still left the situation with 3 different methods of computing taxes in a 
4-year period. Since the 1954 code recognizes the inequity of pyramiding in 
the circumstances involved in the lessee-lessor situation, railroad witnesses 
suggested two possible solutions to the problem. One method was to permit 
the taxpayers affected to elect to apply the rules applicable under section 110 
to the tax years 1952 and 1953. The other suggestion was to follow the pre-1952 
rules for the computation of taxes for the taxable years 1952 and 1953. 

By the adoption of section 80 of the Ways and Means Committee and the 
House of Representatives have recommended the second suggestion. 

We strongly urge the adoption of section 80 of H. R. 8381. 


Mr. Hettenpranp. Section 81 provides a solution to a problem 
which has existed for a number of years relating to allowances for 
deductions for depreciation for those railroads which changed from 
the retirement to the straight line method of computing depreciation 
on certain fixed assets. 

In subsequent litigation the courts have held that a change from 
retirement to straight line depreciation does not warrant establishment 
of a 30-percent reserve. 

Other cases are still pending in the courts and before the Internal 
Revenue Service. The Treasury Department and the railroads have 
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now reached agreement as to the applicable principles involved. Those 
principles are embodied in section 81. 

Mr. Smith, Deputy to the Secretary of the Treasury, has already 
appeared before your committee and recommended enactment of 
seetion 81. 

The railroads also strongly favor section 81 as a proper solution 
to the problem, and strongly urge its enactment. 

Section 81 applies only to taxpayers who changed from the retire- 
ment to straight line depreciation during the period from January 
1, 1941, and January 1, 1956. The section does not apply to a taxpayer 
who is still on retirement accounting. 

I am also here in support of section 80. This section relates to a 
problem involving the computation of income taxes in a situation 
where a lessee has undertaken the obligation to pay a lessor’s income 
taxes. 

For taxable years prior to 1952, the Internal Revenue Service did 
not pyramid the taxes. However, for 1952 and 1953 a pyramiding of 
the taxes was required in such cases. 

The 1954 code provided a new and third rule. Thus there are 
presently three different methods of computing taxes in a 4-year 
period. 

Since the 1954 code recognizes the inequity of pyramiding in the 
circumstances involved in the lessee-lessor situation, railroad witnesses 
suggested two possible solutions to the problem. One method was to 
permit the taxpayers to elect to apply the rules applicable under sec- 
tion 110 to the years 1952 and 1953. 

The other solution was to follow the pre-1952 rules for the com- 
putation of taxes for those years. 

In section 80 the Ways and Means Committee and the House of 
Representatives have adopted the second suggestion. 

We believe that this is a proper solution to the problem, and strongly 
urge the adoption of section 80. 

The Cuarrman. Thank you very much. 

Senator Douglas. 

Senator Doveras. Mr. Hellenbrand, did you represent the Associa- 
tion of American Railroads in the negotiation of the agreement which 
resulted in section 81? 

Mr. Hetitenpranp. I participated as a representative of the commit- 
tee. 

Senator Doveias. Was there any evidence on this submitted to the 
House Ways and Means Committee ? 

Mr. Hetitenpranp. A subcommittee of the House Ways and Means 
Committee held a hearing for, I believe, a full morning, at which I 
testified. 

Senator Dovetas. Was it included in the original bill submitted by 
the House Ways and Means Committee to the floor ? 

Mr. HELLeNBRAND. It was not. 

Senator Doveras. It was added as a floor amendment, by Congress- 
man Mills. 

Mr. HeLieENBRAND. Yes, sir. 

Senator Dovetas. Does this represent an agreement between the 
Treasury and the Association of American Railroads ? 
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Mr. Hetitensranp. Well, it represents the result of the efforts of the 
representatives of the Treasury Department and the committee repre- 
senting the association. 

Senator Doveias. How many cases are in litigation now, Mr. Hel- 
lenbrand, on this point? 

Mr. Heuiensranp. I know of two at least. And the Treasury De- 
partment, as I understand it, and the Department of Justice, have 
deferred moving the trials on these cases pending resolution of this 

uestion by legislation, so that the cases have not progressed further 
for that reason. 

Senator Doverias. How much do you think is involved ? 

Mr. Hettenpranp. Senator Douglas, I think in the statement. be- 
fore you I have a table in the back, on page 11, which shows the effect 
of the situation as it now is, and as it would be under the court de- 
cisions as we interpret them. 

And you will notice, sir, that the effect of the bill is to deny refunds 
entirely for the prior years, And the further effect of the bill is to 
reduce the amount of allowable deductions which would be available 
to us under the statute, as compared, to what they would be if the 
court decisions were applied. 

I might add—— 

Senator Doveuas. I do not think your answer was very responsive 
to my question. What I am trying to get at is, What is the estimated 
total amount that either was in litigation or would be in litigation if 
section 81 were not passed ? 

Mr. Hettenpranp. Well, I have those figures before me. We esti- 
mate that the total reserves amounted to about $1.2 billion. The pre- 
1913 depreciation which the railroads would be giving up under this 
section, which they have been successful in winning in courts, amounts 
to $4.00 million, leaving a total of $800 million which would be re- 
covered. 

The railroads—— 

Senator Doveras. By the railroads? 

Mr. Hetienpranp. Yes, sir. 

Senator Dova.as. Are the taxes already paid ? 

Mr. Hetieneranp. I am talking about the gross figures. The taxes 
already paid would amount to $273 million. 

Now, the railroads under this section would be required to give up 
still one other item which amounts to $100 million. And so that 
what started out as a reserve—I am talking about deductions, not 
taxes now, sir—so that what started out as deductions of $1.2 billion 
under this bill would be reduced to $700 million in deductions spread 
out over approximately 40 years, all prospectively, as compared to 
an actual refund in interest as we calculate it of $273 million for past 
years alone. 

Senator Dova.as, Who kept the $273 million ? 

Mr. Hetrensranp. Various railroads around the country. 

Senator Dovexas. In other words, the railroads kept a cash refund 
of $273 million ? 

Mr. HetLenpranp. Not under this bill; this bill prevents that from 
happening. 

Beaston Dovcras. You say that the Government recoups that 
amount. 
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Well, what do the railroads get out of it? 

Mr. Hetiensranp. Well, the railroads receive deductions of about 
—<— and three quarters of a million dollars a year in the future 
only. 

enator Doveias. Roughly $9 million a year. For how many 
years? 

Mr. Hecitensranp. About 40 years. 

Senator Dovenas. $350 million ? 

Mr. Hettensranp. That is correct. 

You see, what started out—and under the court decisions, as we 
see it, we would be entitled at a 50 percent. rate, let us say, to $600 
million in taxes to recover in the past and in the future, which has 
now been cut to about $350 million under this statute. 

But we have been struggling with this problem since 1943. I do 
not want to seem humorous, but we have, as far as I know, only one 
accountant left who struggled with it in the company that I am 
connected with, and he is in the hospital with a heart attack. 

And I am a comparatively young man, I hope, but I am the senior 
man who is familiar with this problem. And we have been struggling 
with it now for 15 years, and we hope at some point this problem 
could be resolved. 

Senator Dove.as. Where did you get your figure of $1.2 billion? 

Mr. Hetxtensranp. That was a survey which we made of the in- 
dustry trying to find out how much the reserves were that were pre- 
scribed by the Treasury Department. 

The Treasury Department, as we understand it, who have the letters 
which they sent out, made a similar survey from their own records, 
and I think this conforms to their figures. 

So that we, working on our side, without access to the Treasu 
papers, arrived at this total by adding up each individual road’s 
figures that were available to us, and the Treasury Department, which 
had the information available internally, made a similar computation 
and arrived at the same result. 

Senator Dovatas. Then both sides agree that a reserve of $1,200 
million should have been set up ? 

Mr. Hetiensranp. No, no, both sides agree that that was what was 
set up. 

Now, both sides agree that what would be given—what the proper 
ey should be—should in effect be some $500 instead of the $700 
million. 

Let me put it another way. The Treasury required us to give them 
$1.2 billion in reserves. . 

Senator Dovuauas. Has that reserve been accumulated ? 

Mr. Heviensranp. This is only bookkeeping, and this is simply a 
prohibition against the railroads taking deductions in that amount 
for the cost of assets which they have purchased. 

In effect, the railroad purchased, let us say, a freight station, and 
spent $100 to put it up. The Treasury Department says to us, that 
although everybody in America can deduct $100 as cost, you are per- 
mitted to deduct only $70 for that cost. 

It has now developed, in the light of the decisions that the courts 
have made, that the requirements for the railroads to give up this $30 
was a double adjustment for the same item which was not apparent 
to the people involved at the time that it was required. 
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And so we are now adjusting the situation to meet the rules as the 
courts have explained them to us, and are setting up a reserve only 
equal to that which would be required if we had been on straight-line 
depreciation right from the beginning of time. 

Sanator Doveras. Let’s see if I understand the situation. In 
effect an out-of-court settlement has been made between the Treasury 
and the railroads which the Congress is now asked to legitimatize by 
enacting into law? 

Mr. Hetiensranp. I think that is substantially what the chairman 
of the Ways and Means Committee said when he presented. the bill 
in the House. 

I should add, however, Senator, that this agreement, as it has been 
characterized here, we are fully satisfied is entirely consistent and 
applying the principles that have been laid down by the courts in this 
very complex system of group accounting and the refund problem that 
is involved. 

As a matter of fact, the railroads have given up, in one area par- 
ticularly, an item to the Treasury amounting to $100 million of 
deductions in this process which we think is perhaps beyond that 
which the courts have done, and we feel quite sure of that. 

But in order to expedite the disposition of this problem, which is 
already old, we have been willing to do this. 

Senator Kerr. Will the Senator yield? 

Senator Dova.as. Yes. 

Senator Kerr. Is it correct to say, not that the Treasury and the 
railroads have made an agreement as to what the law ought to be 
but that they have arrived at the conclusion jointly that this would 
be the method of complying with the law as declared by the courts? 

Mr. HELLENBRAND. Yes, sir. 

Senator Doveras. I think this issue should be raised before the 
committee, Mr. Chairman, rather than addressed to the witness. I 
think there is a very real question here whether this is a settlement 
that should be put into statute law or a settlement which could be 
arrived at between the attorneys for the Government and the railways 
directly without constitutional sanction. 

And if it is desired to put it into law, then I think we ought to ask 
the attorneys for the Internal Revenue—who are the Government 
attorneys in this case. 

Mr. Hettensrann. The Treasury Department and the Internal 
Revenue Service. 

Senator Dovetas. I think we ought to ask the attorneys for the 
Government to come down here and give an account of this, and find 
out how much we got, how much the taxpayers got, how much the 
railways got, and what the prospects weal have been of recovery 
if suit had been carried on, and so forth. 

Part of this can be in public session, and part can be in executive 
session, but I think we ought to hear from these attorneys on this 
matter, because it is obviously one that involves huge sums of money, 
and upon which I think the House record is very incomplete. There 
is an added statement on the floor by the chairman of the Ways and 
Means Committee, who is a fine gentleman, which I am sure did not 
receive attention by the House. It appears to be one of those com- 
mittee amendments put through at the last minute without real 
discussion and debate, and was accepted on faith. 
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And so, Mr. Chairman, I am going to ask that appropriate attorneys 
of the Government be invited to appear and submit a very careful 
statement on this subject. 

The Cuarrman, I think the Senator is absolutely correct about 
that. The matter was brought up before the Joint Committee on 
Internal Revenue Taxation, and the Commissioner of Internal Reve- 
nue made a very strong statement about it, but I think other members 
of the committee should have the same opportunity that the Joint 
Commitee has had. 

We will arrange for that hearing before the committee. 

Senator Doveras. Thank you very much. 

The Cuarrman. Thank you very much, Mr. Hellenbrand. 

The next witness is Dr. Paul M. Zeis, of the Akron, Canton & 
Youngstown Railroad Co. 


STATEMENT OF PAUL M. ZEIS, THE AKRON, CANTON & YOUNGSTOWN 
RAILROAD CO. 


The Cuatrman. Doctor, you may proceed. 

Dr. Zets. Mr. Chairman, before I come to my prepared statement— 
and I may skip parts of it—I would like to ask that it may be included 
in the record. 

The CuarrmMan. Without objection it may be included. 

(The prepared statement of Dr. Zeis is as follows:) 


STATEMENT OF PAut M. Zets, FINANCTAL VICE PRESIDENT OF THE AKRON, CANTON 
& YOUNGSTOWN RAILROAD Co., CONCERNING SECTION 81 AND Section 82 or H. R. 
8381 


My name is Paul M. Zeis and TI am financial vice president of the Akron, Can- 
ton & Youngstown Railroad Co., located at 12 East Exchange Street, Akron, Ohio. 

The Akron, Canton & Youngstown Railroad is a small class I railroad operating 
across the State of Ohio between Akron and Delphos, a distance of approximately 
175 miles. Our gross revenues in 1957 were $6,472,000 and our net income was 
$362,000. Thus, in comparison with other railroads interested in this legisla- 
tion, we are quite small. It is our belief, however, that while the proposed 
legislation will benefit most railroads, it will work a serious injustice upon us, 
and accordingly we strongly oppose section 82 of the bill in its present form. 

Sections 81 and 82 of H. R. 8381 are designed to handle the tax problems which 
arose as a result of the change in accounting methods from retirement to depre- 
ciation accounting made by most of the class I railroads back in 1943. These 
changes were ordered by the Interstate Commerce Commission but the order of 
the Commission did not, of course, in itself affect the tax position of the railroads. 
Before changing their methods of accounting for tax purposes the railroads were 
required to obtain the approval of the Internal Revenue Service. Most railroads 
obtained this approval after entering into agreements—so-called terms letters— 
which in effect provided for a writedown in their roadway assets by some 30 ner- 
cent as a condition of the change from retirement to depreciation accounting. 
The predecessor corporations to the Akron, Canton & Youngstown Railroad Co. 
did not change their method of accounting but in accordance with the law con- 
tinued for tax purposes to use the retirement method. 

These predecessor corporations were consolidated to form a new taxpayer, the 
present Akron, Canton & Youngstown Railroad Co., which came into existence on 
February 1, 1944. This new company elected to use straight-line depreciation 
accounting in its first tax return. The agreement of the Treasurv Denartment 
was not required because a new taxpayer is entitled to elect whatever established 
method of accounting it desires. The tax returns of our comnany were chal- 
lenged by the Revenue Service which insisted that we write down our assets by 
some 30 percent, as provided in the terms letter agreements, althongh no agree- 
ment was executed by our company and none was necessary. We refused to 
make an arbitrary writedown of our assets and the matter was fully litigated 
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in the Tax Court which held in our favor on every point, including the adjust- 
ment for pre-1913 depreciation. The Government appealed this decision to the 
Sixth Circuit Court but this appeal was dissolved by a stipulation after our com- 
pany agreed to forego $388 of tax refunds, an amount which in the words of 
Government counsel “was less than the cost of printing a brief in the case.” 
This stipulation was made without prejudice to the principles of law established 
by the Tax Court decision. I mention this brief past history since it appears 
to us that section 82 of the present bill has as its primary purpose the reversal, 
at least so far as the future is concerned, of one of the principles for which we 
contended and which the Tax Court endorsed. 

Both section 81 and section 82 apply to the railroad depreciation problem but 
the application is completely different. Section 81 deals with the so-called terms 
letter railroads. This section is presented as an agreed measure between the 
major railroads and the Treasury Department. We have no objection to section 
8lassuch. We should like to point out, however, that section 81 simply involves 
legislative confirmation or approval of an administrative settlement that has 
been worked out between the major railroads and the Treasury Department. 
In other words, what is being asked is congressional sanction for an administra- 
tive compromise or modification of the terms letter agreements which could be 
affected without legislation by closing agreement or otherwise. 

More to the point, section 81 of the bill is permissive in character and in 
effect provides that the terms letter roads may elect to avail themselves of 
its provisions. Since most of the railroads affected by section 81 are supporting 
it, the permissive character of section 81 obviously provides benefits for these 
railroads, and should the legislation be passed it can, of course, be anticipated 
that most, if not all, of the railroads affected will avail themselves of these 
benefits. In other words, section 81 gives benefits to most railroads. It gives 
no benefit whatsoever to the Akron, Canton & Youngstown Railroad Co. and 
others similarly situated. 

While section 81 deals with the terms roads, that is those who entered into 
agreements with the Treasury Department, section 82 deals with reorganization 
railroads as to whom no such agreements were required and none was proper. 
The Akron, Canton & Youngstown Railroad Co. is one of the relatively few in 
this category. In strong contrast with section 81 which is elective, section 82 
is mandatory and requires that the basis of the assets of the reorganization 
roads shall be reduced by depreciation sustained prior to March 1, 1913. In 
other words, most railroads will be given a choice to avail themselves of this 
proposed new legislation if they believe that its benefits exceed its burdens; 
but in our case no such choice is given, and the burden of the bill would be 
imposed upon us without any compensating benefits. If section 82 were made 
elective as is section 81, we would of course choose not. to elect it and we would 
be happy to withdraw our opposition to the bill. Since the Treasury Depart- 
ment has agreed to make section 81 elective we see no good reason why they 
should not also be willing to make section 82 elective. It certainly appears 
discriminatory to offer a choice of action to most railroads while you compel 
action by the few remaining ones. In short, the bill is designed to confer 
financial benefits upon nearly all of the Nation’s railroads who reached past 
agreements with the Treasury but it is also designed to impose financial penalties 
upon us and other reorganization roads. 

In our case the legislation would require that the basis of all our roadway 
assets now in existence should be reduced by an amount equivalent to deprecia- 
tion sustained on these assets prior to March 1, 1913. This is precisely what 
the Revenue Service tried to make us do in the years from 1944 on and what 
we contended was improper. The Tax Court agreed with us and this bill would 
in effect overturn for the future the decision of the court. 

In addition to being penalized unfairly on the assets which are still in existence, 
we would also be penalized on assets which had been discarded long before 
the present company came into existence. As we read the bill, pre-1913 assets 
which our predecessor corporations retired after March 1, 1913, would now be 
depreciated for depreciation sustained prior to March 1, 1913, and our present 
basis would be reduced by an amount equivalent to this depreciation. The 
implication here is that our predecessor corporations in following the retirement 
method of accounting were somehow gaining unfair advantages despite the fact 
that they were operating under a method of depreciation almost universally 
followed, which everyone conceded was proper and despite the fact that all of 
those tax returns were accepted as final and complete and correct by the Revenue 
Service. We believe this to be grossly unfair. 








388 TECHNICAL AMENDMENTS ACT OF 1958 


As we understand the legislation, section 82 would now penalize us for 
retirements of our predecessors from 1913 to 1930 even if those retirements 
produced no tax benefits for our predecessors. It would further penalize us on 
retirements from 1930 through 1943 when those retirements produced some 
tax reduction at much lower tax rates than now apply. What is actually involved 
then is not only an unfair application of a principle which the courts denied 
but also a retroactive application of higher tax rates to a period when much 
lower rates prevailed. Any such procedure appears to us to be most inequitable 
and arbitrary. 

Our valuation engineer has been making an extensive study in an effort to 
appraise the effect of this legislation upon our small company and we are con- 
vinced that it will be substantial although we are unable as yet to measure 
the complete impact. We have gone far enough along the line to convince our- 
selves that the cost of this bill to our company will probably involve well over 
$100,000. While this amount is insignificant so far as the Treasury is con- 
cerned, for a small company such as ours I assure you it is a significant amount. 

As I stated at the outset of my remarks, we are not objecting to section 81 
of the bill. Our entire objections are concerned with section 82. With respect 
to this part of the bill we would first recommend that it be eliminated entirely 
as unrelated to the subject matter of section 81. As an alternative we suggest 
that section 82 be made elective as is section 81. If for reasons which we 
do not perceive it still seems necessary to enact section 82, we urge that a new 
subjection (c) should be added to section 82 reading as follows: 

“(c) Exceprion.—The amendments made by subsection (a) shall not 
apply to any taxpayer which, prior to the effective date of this Act, shall have 
established by decision of the Tax Court of the United States or of any other 
court of competent jurisdiction its right to use the straight-line depreciation 
method of computing the annual depreciation allowance for Federal tax pur- 
poses for any year notwithstanding that such taxpayer or its predecessor 
corporation or corporations in reorganization may have used the retirement 
method of computing the annual depreciation allowance for Federal tax pur- 
poses for some or all prior years.” 

Section 81 of the bill is not applicable to the Akron, Canton & Youngstown 
Railroad Co. The effect of the addition which we propose would be to make 
section 82 not applicable to our railroad or to any other which has established 
its rights in court. In other words, we would gain no benefits and suffer no 
penalties from the bill if the proposed amendment is added, and our lezal 
status would continue to rest as it now does upon the decision reached in the 
Tax Court. Congress has frequently excepted from legislation and preserved 
intact the effect of the judicial principle of res judicata. This is all the pro- 
posed amendment would do. 

I wish to thank you for your courtesy in giving us an opportunity to pre- 
sent our views. 


Dr. Zris. But before proceeding with that prepared statement I 
would like to come to the previous witness $100 illustration as to a 
station. because that illustrates our position exactly and shows how 
we differ from the situation of all of the other railroads who have 
participated in the agreement on section 81. 

The railroads who have participated in the agreement on section 
81 agreed to write down that 100 station to $70. Thev agreed to 
give away $30 of their depreciated assets and not take depreciation 
on it. 

Senator Kerr. That is, give away the benefit that they would derive 
by depreciating that part of the costs? 

Dr. Zris. That is right, they agreed to that. Our railroad made 
no such agreement. We insisted from the beginning, which was in 
1944, that we were entitled to the $100 station. Now, the Treasury 
Department attempted to make us reach the same type of agree- 
ment that the other railroads made. They attempted to make. us 
write down our assets by the $30 for tax purposes. We said “No.” 
We went to court. We litigated the matter. And the court held in 
our favor in every respect, first, that we had a right to choose the 
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depreciation method of accounting; second, that we were entitled 
to our $100-—— 

Senator Kerr. Base. 

Dr. Ze1s. That is right, that we were entitled to our $100 base— 
and that was true both with respect to post-1913 depreciation and 
pre-1913 depreciation. 

Now we come to the nub of the matter. In this agreement which 
has been reached between the revenue service and most of the rail- 
roads of the country, what has happened, if I understand it, is this. 
They have agreed to give back to the railroads approximately $20 
out of that $30 reduction in base. The railroads have agreed that 
they wouldn’t fight about the other $10, which leaves them roughly 
with $90 out of the $100. 

Now, in our case, there were no negotiations between the Treasury 
Department and ourselves on this matter. Instead of making any 
such agreement, they have said arbitrarily, “We are going to take 
away from you the $10. That way you will all have $90, and you 
will all be on an equal status.” 

Well, Mr. Chairman, I submit that we weren’t on an equal status 
before, and that when they get through, we are not on an equal 
status, because in the one case they are giving back something; in 
our case, they are taking away something. 

Now, that basically is our position. And what they are taking 
away from us is the benefit 

Senator Kerr. Is something that you have already won in the 
courts. 

Dr. Zets. That is correct. 

Now, in essence, that is our position. 

Senator Kerr. Your position, then, would be that if this becomes 
effective, it would relate only to those railroads who are in the posture 
of contesting the $30 item from the start ? 

Dr. Zrets. That is correct. As far as we are concerned, we are 
through, we have contested it, we have won our case, at least we 
thought we had until this provision 

Senator Kerr. You have won your case. 

Dr. Zets. That is right. 

Senator Kerr. This would be a law, a piece of legislation to take 
away from you something which you won in court ? 

Dr. Zris. That is correct. That summarizes our position in a 
nutshell. 

And it would do more than that. It would take away from us not 
only depreciation on the assets which we still have in existence, but 
it would also reduce our base by something that our predecessors 
may have done 25 or 30 years ago. 

in other words, as I understand the bill, the basis of our assets now 
would be reduced by pre-1913 depreciation on retirements which our 
preceding corporations may have retired back in 1915, or 1920, or 
1925. And all those tax years were settled—they filed their taxes, 
the returns were accepted, it was considered a normal practice, and 
the courts sustained it in the cases that came up, and we, a new com- 
pany, we, the child so to speak, are now in a position of being 
penalized for what they did years ago, and it was legal when they 
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Senator Kerr. What you are asking the committee to do, I assume, 
is if we leave this section in this statute, that we specify something 
in there that it will not apply except as to those whose position was 
in mind when the section was written ? 

Dr. Ze1s. That is substantially what we are asking, Senator. We 
are asking one of three things. We are asking either that section 
82 not be adopted at all, or as an alternative, that it be made optional. 

Now, section 81 is optional. In other words, the railroads may or 
may not accept the benefits of section 81, so we think it is only fair 
to make section 82 optional. 

And if neither of those alternatives are acceptable to you, then we 
ask a specific exeception to the bill reading as follows: 

Exception: The amendments made by subsection (a) shall not apply to any 
taxpayer which, prior to the effective date of this act, shall have established by 
decision of the Tax Court of the United States or of any other court of com- 
petent jurisdiction its right to use the straight-line depreciation method of com- 
puting the annual depreciation allowance for Federal tax purposes for any 
year notwithstanding that such taxpayer or its predecessor corporation or 
corporations in reorganization may have used the retirement method of com- 
puting the annual depreciation allowance for Federal tax purposes for some or 
all prior years. 

Now, in effect, that is our position. We feel that this bill is unfair 
tous. We are not asking for a tax loophole not to be closed; we are 
just asking not to be penalized. We regard this bill as punitive tax- 
ation so far as we are concerned. 

Senator Brennerr. Dr. Zeis, are there other railroads in your 
position ? 

Dr. Zx1s. I have tried to find that out. There are several other re- 
organized railroads. I don’t know whether there are any other rail- 
roads exactly in our position. 

In other words, railroads which are on a reorganization basis and 
which have litigated through the courts. I am not sure that there are 
any others in that position. So we are almost unique, and there are 
not more than half a dozen reorganized railroads in the whole group. 

Senator Kerr. Has your litigation been decided by a court of final 
jurisdiction ¢ 

Dr. Ze1s. Our litigation went to the Tax Court. It was then ap- 
pealed by the Government to the court of appeals, the appeal was 
withdrawn and the case was settled by stipulation, without sacrifice 
of any principle involved. 

The case involved the years from 1944 through 1949. The Treasury 
Department has settled our returns for 1950, 1951, 1952, and 1953. 
We have not been audited for any years subsequent to 1953. 

Senator Bennerr. But they have settled it on the basis of the 
decision ? 

Dr. Ze1s. That is right. 

Senator Frear. You think if we pass that they could bring you back 
into the picture and they could put you on a 90 percent base rather 
than the 100 percent ? 

Dr. Zxris. Not only that they could, but they would. And they 
could make it mandatory in our case. Other railroads could decide 
in their particular cases whether they were going to get the extra 
assets, they could decide in each case whether they would add up to 


the $90. 
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Senator Frear. If the present proposal, let’s say, becomes law, you 
would have taken away from you 10 percent of your depreciable capital 
assets, and other railroads not in the same position as you will be 
given the privilege of retaining 20 of their reserve 30 percent? 

Dr. Zr1s. They will be getting 20 additional, and we will have 10 
taken away from us. That is substantially the situation. 

Senator Kerr. You would be satisfied if we just eliminated sec- 
tion 82? 

Dr, Zr1s. We would be delighted. 

Senator Doveias. You say section 81 is elective? You mean by 
that that the railroad can choose 

Dr. Zets. It can choose whether to adopt the provisions of section 81. 

Senator Dovenas. And if it chooses that, the choice is binding upon 
the Government ? 

Dr. Zr1s. That is right, and upon it, too. 

The CuarrmMan. How much would be involved in the case of your 
railroad ? 

Dr. Zris. In the case of our railroad—we have been trying for 6 
months to figure this out. Our records go back to 1895, and they are 
not very satisfactory records. We think that in our case it would in- 
volve somewhere between $100,000 and $200,000. 

Now, that is not much money, but for us that is a lot of money, be- 
cause we are a small railroad. So I would say somewhere between 
$100,000 and $200,000. 

The Cuarrman. Thank you very much, Dr. Zeis. 

I submit for the record letters from William J. Quinn, president, 
and Leo T. Crowley, chairman of the board, Chicago, Milwaukee, St. 
Paul and Pacific Railroad Co. 

(The letters referred to follow :) 


CHICAGO, MILWAUKEE, St. Paut & Pactric RAILROAD, Co., 
Chicago, Ill., February 17, 1958. 





Hon. Epwarp J. THYe, 
United States Senate, 
Washington, D.C. 

Dear SENATOR THYE: The recent testimony given before the Interstate and 
Foreign Commerce Subcommittee on Surface Transportation which, as you know, 
is headed by Hon. George A. Smathers, makes it entirely clear, I am sure you 
will agree, that the American railroad industry requires urgent and prompt 
legislative relief. 

I am, of course, aware that there is almost no chance that all of the program 
suggested by the railroads can or will be adopted at this session of Congress. I 
am writing to you, however, to request your support of H. R. 8381, which is titled 
“The Technical Amendments Act of 1958.” 

Section 81 of that bill would permit the railroads to recover a substantially 
greater portion of depreciation than is presently possible under the prevailing 
ruling of the Internal Revenue Service which, briefly speaking, requires a 30-per- 
cent depreciation reserve to be deducted from the value of the property. 

Section 81, as you undoubtedly know, represents a compromise to a complex 
and annoying problem which has for some time been in issue between the rail- 
road industry and the Justice and Treasury Departments. The courts have 
dealt from time to time with the problem piecemeal, but this has not resulted 
in a solution of the entire matter. 

Unfortunately, some public utilities, and especially the Consolidated Edison 
Company of New York, have felt that the legislative relief embodied in section 
81 of H. R. 8381 should extend to the public utility field. The railroad industry, 
of course, has no objection to such an extension, but the Treasury Department 
is seemingly unconvinced that the case of the utilities has the equity of that of 
the railroads. 
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The bill is now before the Senate Finance Committee and since any efforts 
that may be made by the utility industry to be included within its terms may 
result in a Presidential veto because of the Treasury Department’s strongly held 
views, I should like to urge you to do whatever is possible to secure the passage 
of the bill as presently worded. 

.: I shall not burden you with a detailed recital concerning this measure or its 
history. It was, however, described at length publicly before the Smathers’ 
subcommittee on January 17, 1958, by Mr. Cedric A. Major, president of the 
Lehigh Valley Railroad Co., as well as in public testimony last spring before 
Representative Mills’ Ways and Means Subcommittee on Internal Revenue Taxa- 
tion. Chairman Mills made a statement which appears in the Congressional 
Record for Tuesday, January 28, 1958, at pages 1051-2. I shall be happy to 
explain our industry's situation at greater length, however, should you desire. 

There is no doubt that section 81 would be extremely beneficial to the Mil- 
waukee Road as well as to the railroad industry generally, and I know that the 
Treasury and Justice Department are both satisfied of the fairness of this solu- 
tion to a difficult problem. May I ask your help in securing enactment of the 
legislation as now phrased, without the addition of amendments which it seems 
likely will result in its defeat. 

Very sincerely yours, 
WituraM J. Quinn, President. 


CuHIcAGO, MILWAUKEE, St, PAut & PAaciric RAILROAD Co., 
Chicago, I1l., February 19, 1958. 
Hon. Harry F. Byrp, 
Senate Office Building, 
Washington, D.C. 


My Dear SENATOR: I am very sorry that you have decided not to seek reelection 
to the Senate. Through our mutual friend, John Townsend, I knew you had it 
in mind, but had hoped that as the time came for a decision that you would 
decide to stay. 

I can readily understand your thinking and I know the great responsibilities 
that you have carried for so many years, but it worries me to see men like you 
leave the Senate with all of the complicated problems we have today. I fear 
for the future when men like you retire and I am afraid that the Senate is not 
made up of the same type of citizens that you and I knew when I was in Wash- 
ington. 

i hope that your retirement will give you an opportunity to relax and enjoy 
yourself and your family for many, many years to come. 

I am enclosing a copy of a memorandum on House bill, section 81 of H. R. 8381. 
If in your wisdom you can support this legislation I know it would be helpful 
to the railroad industry. As you know, the railroads are having considerable 
difficulty and this would be of some economic help. 

With kindest personal regards. 

Sincerely, 
Lro T. CROWLEY. 
MEMORANDUM 


Section 81 of H. R. 8381 which is a part of the 'Technical Amendments Act 
of 1958, was passed by the House on January 28, 1958. 


HISTORY 


In 1942 when the railroad industry applied to the Commissioner of Internal 
Revenue for approval of a changeover from the retirement method of com- 
puting depreciation to the straight-line method of accounting for service losses 
on railroad property, the Commissioner gave approval provided there was es- 
tablished a reserve of 30 percent of the cost of the assets involved. In other 
words, except for certain irrelevant accounting factors, an asset could not be 
depreciated for an amount greater than 70 percent of its cost. 


EFFECT 


In brief, the proposed bill by section 81 would allow a reserve to be, estab- 
lished for depreciation prior to March 1, 1913, and eliminate the 30 percent 
depreciation reserve referred to above, except that no adjustment will be made 
for the period from 1942 to the time of enactment of the bill. 





The rec 
Commerce 
George A 
industry 1 

There s 
railroad i 
ever, is th 

Section 
in issue | 
some tim 
prehensiv 

The bil 
form. T 
York, suy 
to have t 
but the ‘I 
railroads. 
President 

The bi 
January 
road Co., 
cerning i 
28, 1958, : 

Not on 
this bill, 
The Trea 
bodied in 


The ¢ 


STATEM 
LIFE 
AND | 


Mr. E 
name is 
committ 
of Advs 
J. Milto 

The s 
insuran¢ 

Senat 
somethi 

Mr. fF 

Senat 

Mr. f 
right of 
insuran 
for all o 

Senat 
now ? 

Mr. FE 

Senat 

Mr. F 

Senat 

Mr. I 
proposa 
and was 

Senat 


TECHNICAL AMENDMENTS ACT OF 1958 393 


The recent well publicized testimony given before the Interstate and Foreign 
Commerce Subcommittee on Surface Transportation, the head of which is Hon. 
George A. Smathers, has made abundantly clear that the American railroad 
industry must have prompt relief in the form of legislation. 

There seems to be almost no chance that all of the suggestions made by the 
railroad industry can be embodied in legislation at this session. Urgent, how- 
ever, is the above summarized section 81 of bill H. R. 8381. 

Section 81 of the bill represents a compromise to a problem which has been 
in issue between the industry and the Justice and Treasury Departments for 
some time. Courts from time to time have dealt with the problem but no com- 
prehensive solution has been reached. 

The bill, if it is to have any chance of success, must remain in its present 
form. This is for the reason that the Consolidated Edison Company of New 
York, supported by various other public utilities, has made strenuous efforts 
to have the utility industry included in the relief. The railroads do not object, 
but the Treasury Department is adamant that the relief be granted only to the 
railroads. For this reason, any change in the bill seems certain to result in a 
Presidential veto. 


The bill was discussed at length before the Smathers’ subcommittee on 
January 17, 1958, by Mr. Cedric A. Major, president of the Lehigh Valley Rail- 
road Co., and Representative Mills made a most enlightening statement con- 
cerning it, which appears in the Congressional Record for Tuesday, January 
28, 1958, at pages 1051-2. 

Not only would the railroad industry generally benefit from the passage of 
this bill, but the Milwaukee Road would secure considerable tangible relief. 


The Treasury and Justice Departments are both satisfied that the solution em- 
bodied in the bill is a fair one, 


The CHatkMAN. The next witness is Mr. J. Milton Edelstein. 


STATEMENT OF J. MILTON EDELSTEIN, ASSOCIATION OF ADVANCED 
LIFE UNDERWRITERS, ACCOMPANIED BY J. MILTON COOPER, 
AND LEONARD L. SILVERSTEIN, COUNSEL 


Mr. Epensrein. Mr. Chairman and members of the committee, my 
name is J. Milton Edelstein of Chicago, Ill. I appear before: this 
committee as chairman of the legislative committee of the Association 
of Advanced Life Underwriters. I am accompanied by our counsel, 
J. Milton Cooper and Leonard L. Silverstein. 

The subject of my testimony involves so-called loan-financed life 
insurance. 

Senator Kerr. Now, as I understand it, you are talking about 
something that is not in the bill ? 

Mr. Epetsrein. Yes, sir. 

Senator Kerr. All right. 

Mr. Epetstern. More accurately, the question at issue involves the 
right of taxpayers to deduct on loans incurred in connection with life- 
insurance policies in the same manner as interest deductions are taken 
for all other purposes under the code. 

Senator Kerr. Let me stop you right now. Can’t you do that right 
now ? 

Mr. Epersrern. Under the present law ? 

Senator Kerr. Yes. 

Mr. Epretsrern. Yes, we can. 

Senator Kerr. Are you seeking to get it affirmed in this? 

Mr. Epetstern. The purpose, as I understand, of the Treasury’s 
proposal, which was brought up in the Ways and Means Committee 
and was not passed at the Ways and Means Committee level 

Senator Kerr. And it was brought up here but it is not in the bill. 
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Mr. Epersrern, That is correct, sir. We do not want it in the bill, 
so we are appearing to explain ; 

Senator Kerr. If you can already do it why do you want it in the 
bill? | 

Mr. Epetstetn. We don’t wish it in the bill. The Treasury is re- 
questing, as I understand it, that you amend the bill H. R. 8381. 

Senator Kerr. So as to prevent you from being able to do what 
you now do? 

Mr, Epetsrern. That is correct, sir. 

Senator Kerr. Your posture here is preserving the status quo in- 
sofar as your situation is concerned ¢ 

Mr. Eperstern. That is right, sir. 

The CHatrman. Mr. Smith of the Treasury Department asked 
that you.be heard so that you would have a chance to express your 
view. 

Mr. Epetstern. Thank you. I have had meetings with Mr. Smith, 
and IT appreciate his sincerity. 

The Crarman. The only reason that you were permitted to do 
this was because the Treasury had proposed the amendment. 

Mr. Epetstrern. At this hearing, I understand that. 

Senator Witt1aMs. Do you consider that this is a loophole in the 
law or a tax avoidance possibility ? 

Mr. Epetstretn. We do not consider it so, Senator. 

Senator WiiiiMs. Is it so considered in insurance circles ? 

Mr. Eperstetn. I do not believe it is, sir. 

Senator Wiriuxtams. I have before me the Law Journal, the Insur- 
ance Journal of April 1957. Is that a reliable publication? 

Mr. Epetstern. I am not familiar with the Insurance Law Journal. 

Senator Wiu1AMs. I was reading on page 287 of this journal, in 
which they describe it as a tax-avoidance device, and one which per- 
haps would be corrected ultimately by the Treasury Department. 
And I was wondering if they know what they are talking about, 
and you concur. T will quote from page 237 of this Law Journal. 
It is the April 1957 issue. 





I have seen a number of proposals of the plan, and have yet to find a case 
where it was offered on the basis of an analysis of the prospect’s needs. Always 
the plan was submitted as a tax-avoidance device. 

And all but 3 of such proposals were for $100,000 or more that 
they examined. And they said that this would go on, and take the 
position in the editorial column that it should be corrected. 

Mr. Epeusrern. Mr. Silverstein, do you have a statement to make. 

Mr. Sinverstetn. Senator, may I ask, is that Brown’s article? At 
any rate, there has been controversy within the insurance industr yv-— 

Senator Wit1ams. It does not have any name as to who wrote it, 
it is just in the News and Opinions. 

Senator Kerr. Is he the editor of the magazine? 

Senator WitiiaMs. It just says “News and Opinions,” and it dis- 
cusses the bank-loan plan. 

Senator Kerr. It is quoting somebody. 

Senator Wir11aMs. They don’t attribute it. 

Senator Kerr. You said “T.” 

Senator Wiiat1AMs. I assume that the editor was writing it, but 
he doesn’t attribute it to any body special. 

Senator Kerr. Does the magazine show who the editor is? 
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Senator Witt1Ams. Yes; I will have that put in here. 

Mr. Epetstern. This is one man’s opinion. 

Senator WiiuiaMs. It says the Insurance Law Journal is published 
by the Commercial Clearing House in Chicago. 

Mr. Epexsretn. I know the Commercial Clearing House. 

Senator WittiAMs. Are they reliable? 

Mr. Epvrtstern. Yes, sir. 

Senator Witi1ams. Do you think a publication put out by that 
group would be acceptable and reliable ? 

Mr. Epetstrern. I would say that is an opinion, an editorial com- 
ment. 

Senator Wiri1Ams. It may be an opinion that may be different, but 
is it an opinion which you recognize as coming from a reliable source ? 

Mr. Epesrern. It is an opinion shared by Mr. Smith. 

Senator WituiaMs. And it is their opinion, you don’t question that, 
that they consider this as a tax-avoidance device ? ? 

Mr. Epvetsrern. I do not consider it as a tax-avoidance device. 

Senator Witi1aMs. I appreciate that, but the point I am making is 
that in some cases, in some insurance cases, it is so recognized by some 
insurance companies; is that not right? 

Mr. Epetstern. Yes. 

Senator Kerr. Regarded ? 

Mr. Epetstern. That is true, but many companies who regarded it 
so a year ago do not so regard it this year. 

Senator Wru1aMs. I understand. And I have talked to some of 
them, and they say that is due to the fact that they have seen fit to use 
it. And I have also talked to several others who have said that if 
Congress doesn’t correct it, they are going to use it. And I don’t 
believe it. 

Mr. Epetstern. If this statement is on the basis that Congress cor- 
rects it, I think that is perhaps a misleading statement. They might 
use it whether it is corrected or not, because we hope to be able to prove 
to you that the theory basically is built upon the wrong hypothesis, 
and if that is so, then perhaps there is no room for correction of 
anything which is not in default. 

Senator Wimurams. Well, I should be interested in your statement, 
and I appreciate that fact, but I am merely trying to set up the fact 
that not only the Treasury Department, but it is also recognized in 
many insurance circles as being a tax-avoidance device. I have a 
pamphlet here which we will identify in the record and put it in, and 
I would like to read from this p: imphlet. It is put out by the Synnest- 
veht Agency in Jenkintown—I wish they would use a shorter name 
but anyway it is an insurance pamphlet: 

It has been proven possible for individuals or corporations to own live insur- 
ance under the “direct with insurance loan plan” without any cost whatever if 
the policy is held for a sufficient length of time. The cash value of the contract 
increases and ultimately reaches the point where the owner may recover his 
initial outlay for the first annual premium and also the total net cost of his 
interest payments after tax credits. 

Do you think that it is possible under any circumstances for that 
to happen ? 

Mr. Epersretn. It is possible for that to happen. 

Senator Wriiuiams. Under the existing law you think that it is 
possible for an insurance company to arrange a premium for a policy 
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whereby the taxpayer could buy it and ultimately own it without any 
cost whatever ¢ 

Mr. Epexstern. That is true of policies, Senator, that have been 
issued for years and years, a 10-payment, a 20-payment life contract, 
all at the reasonably lower ages. By that I mean under age 50, and 
they will recover 100 percent of the cash value by the terminal point 
of the policy, indicating, then, that the insurance per se, if you wish 
to cash it in, would cost you nothing. 

Senator WiuiaMs. I am not speaking of it from that angle, and 
I don’t think they were either. They were speaking from the angle 
that it was possible for a man to purchase it and to own it, and carry 
it without any cost whatever. 

Mr. Epetstern. Without liquidating the contract, sir? 

Senator Wituiams. No; by carrying the contract. 

Mr. Epetstern. Yes; but a must liquidate. 

Senator Witi1AMs. Ultimately, yes. 

Mr. Epetsrery. Whenever you add something to the cost you 
must—there is no 100 percent tax bracket ; therefore, if a man were even 
in a 90 percent tax bracket, it must cost him 10 cents on the dollar 
for the interest, over and above the premium charge. The premium 
must be paid by someone. It is fallacy, sir, if you believe that the 
premium is never paid. It is either paid by the individual during 
his life or it is taken from the proceeds at death, but it must be poke. 

Senator WitiiAMs. That is true, but this is built up on the basis 
that the individual would be in an upper tax bracket and that, on the 
loan plan, the interest would be a eee from his personal taxa- 
tion. 

Mr. Epetsterm. But it still represents a cost, as long as we don’t 
have a 100-percent tax bracket. 

Senator Wiiu1aMs. That is true. But allow me to finish. But by 
taking that deduction on individual tax return, and converting the 
money over into the insurance fund where the tax rate is substan- 
tially lower, he can build up a credit which, over a period of time, 
does not cost him anything. 

Mr. Epexste1n. If he does not convert anything, sir. May I take 
you through a case. A man purchases a life-insurance policy. Now, 
he is going to borrow against the cash value of that policy. We will 
just use that as an example. Until such time as the cash value of 
that policy equals the sum total of the premiums paid out—and if 
I might use a 20-payment-life contract to exemplify it—during the 
20 years the cash value ultimately equals the 20 payments. He bor- 
rows those payments as he goes along. Now, if he were to liquidate 
the contract at the end of 20 years, and he got the money back, by 
getting his money back he is merely paying off the loan. 

Senator Kerr. You mean he gets his note back ? 

Mr. Eperstern. He merely gets his note back, but in the meantime 
he has paid money all these years which has increased his cost, and it 
doesn’t matter what tax bracket he is in. 

Senator WitttaMs. Is this not a relatively new procedure for the 
companies to use ? 

Mr. Epetstern. No, sir. I am going to take you back before the 
turn of the century, when the automatic premium-loan provision was 
part and parcel of every life-insurance policy, and it is conceived on 
the fact that a man may borrow against a contract as soon as he has 
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a cash value, and shall continue utomatically to borrow against that 
policy as long as he lives. 

Senator Wiiu1aMs. Most of the insurance magazines and men that 
I have talked with have told me that there were just a very few 
companies that have used this plan in the selling of insurance, and 
that many of them haven’t used it as yet. 

Mr. EDELSTEIN. Senator W illiams, perhaps we are bandying words 
when we say “companies”. I don’t believe that any life-insurance 
company sells this plan. Agents sell this plan. I am an agent, a 
broker. I have the right to ‘sell with any company that will license 
me, I can use any contract they issue. The Sera is not selling 
it. If Isell it, 1 do, and I use that company’ s policies 

Senator Kerr. The company writes the policy. ‘This is nothing 
more than a method of paying. If I have the cash to pay the full 
premium, and I pay the full premium, I am going to do it because I 
have no need or desire to invest that money or to purchase capital 
goods with it. 

Senator Witu1aMs, Don’t you think it is unfortunate to have some- 
thing that is being sold and described and recognized both by the 
seller and the buyer as a tax-avoidance device? 

Mr. Epesret. [ think that that is a terminology that has been 
placed upon it by Dr. Smith. Now, when we say “tax avoidance,” 
after all what was a tax avoidance, back to 1941, when the original 
section 264 was put in the code? It dealt only with a single premium 
policy. 

Senator Kerr. Off the record. 

(Off the record.) 

Senator Wittiams. I want to make it clear that I am not criticizing 
in any way, shape, or form any insurance policyholder that uses this 
program, that has used it in the past or will use it in the future; we 
don’t want to criticize them. 

Mr. Epexsretn. The question of whether there is a loophole, the 
mere fact that a tax avoidance is taken, there is no argument about 
that. 

Senator Witii1ams. None whatever. 

Mr. Epetstern. Our present system permits us to do so. 

Senator Witu1aMs. I appreciate that. 

But, at the same time, when something is recognized as a loophole, 
a method of av oiding taxes, it becomes our 1 esponsibility, and I think 
that of the Treasury Department likewise, to recognize it and correct 
that particular tax-avoidance procedure. 

Mr. Epetsrern. I understand, sir. 

Senator Wit1iaMs. ‘That is what we are considering here. I don’t 
say that the Treasury is right, but I do think it is unfortunate that we 
have this situation. 

I have here a pamphlet of Mr. Benjamin Bricker and Mr. David 
M. Sloan, a recent pamphlet. It is reprinted in the November 1957 
issue of Tax Magazine and published and copyrighted by the Com- 
merce Printing House in Chicago, which I suppose is a reliable 
organization. 

On page 849 of that report they use somewhat similar language here 
to describe it. They are speaking of this same plan: 

Thus the plan is at best a compromise permitting the maximum retention of 


the employer’s funds for ordinary business purposes without a complete loss of 
benefits of the tax-free dividends. 
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And it goes on and refers it all to being a vehicle under the existing 

tax laws. “And, again, I think they are correct in pointing out the pos- 

sibility—I don’t criticize them for that—I don’t criticize anybody for 
using it. But we are merely recognizing that such does exist. 

Mr. Eperstern. The Mills bill was taken up in 1956, if I recall cor- 
rectly, and it had a name on it, the name of the bill—I don’t have it 
handy—it was to correct the unintended benefits, whatever the termi- 
nology was, the unintended benefits. That was merely a classification 
that was placed upon everything that came under that bill. I have 
never heard that—and I have been in this business, in the financing of 
life insurance, since 1935 lid I ever hear that it was 
an unintended benefit before. 

Now, anybody who has picked it up since 
have given us, sir, has been since 1956—— 

Senator WitttAMs. That is all right. 

Mr. Epetsretn (continuing). All follows the lead in the form of 
words, semantics, as was brought out by the Treasury Department. 

Now, if they had brought it up as a separate bill other than the un- 
intended benefits bill, it wouldn’t be so classified. 

Senator Witu1ams. I might go back to the original quotation I was 
reading in the Law Journal. 

I find in the early part of this they are referring to a Van Cleave 
as being of the opinion that they are referring to. 

Mr. Epetsrern. I know Mr. Van Cleave very well. 

Senator Witu1ams. And I think when they refer to his statement, 
they are quoting Mr. Van Cleave, although it doesn’t say that di- 
rectly in there. 

Mr. Epersrern. I am very familiar with Mr. Van Cleave’s opinion. 

Senator Kerr. Who is Mr. Van Cleave? 

Mr. Eperstern. He is a broker the same as I am, from Los Angeles. 

Senator WiriiaMs. He is a reputable and responsible broker ? 

Mr. Epersrrern. Yes. I have known him for many years. 

But his opinion is his opinion. 

Mr. Silverstein, did you want to say anything? 

Mr. Stiverstern. If I may, sir. 

I think the difficulty, Senator, that is trou tbling you and troubling 
many people in this area involves the general principle of tax under 
the Internal Revenue Code, principally the fact that you can borrow 
and deduct interest for all purposes, personal as well as business ones. 

Senator Witt1ams. No; I don’t think so, And if you read Mr. 
Smith’s testimony before the committee, he made it very clear that 
he was not trying in any way to interfere with the normal loans 
against policies by the individuals, and he said it was the intention 
of the Treasury Department to separate the two. Now, whether they 
have been able to do it or not, I am not a lawyer—I am not passing 
on that. 

Mr. Epversrrin. Senator, I would like to use as an example a man 
who uses capital or borrows ¢ apital for the purpose of purchasing a 
home versus the purpose of purchasing life insurance or anything else. 

Now, it is an established practice that there is nothing wrong with 
buying a home, borrowing the capital necessary to put it up : and secur- 
ing a mortgage against the home in order to be able to live in it. 

Now, if you purchased life insurance and you did the same identical 
thing, you put up whatever capital you had, and borrow the rest of 
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it against the collateral value of the property, it is no different than 
if you used the same borrowing capacity to buy the home. 

Secondly, if you were to follow the lead of the Tre easury, and you 
were to purchase a life-insurance contract and borrow against it in 
order to purchase a home, and found yourself unable to pay back the 
premium borrowed, and continued to borrow thereafter, then you 
would, in effect, be following a system, or if you took in a life- 
insurance policy included in the policy an automatic premium loan, 
and in order to keep from losing that policy the following year bor- 
rowed the cash value directly from the company on the automatic 
premium loan, and consistently followed the same practice though 
it were never intended in the first place, you would be following a 
system just as Mr. Smith states. 

And yet—and I wish to quote here from Mr. Smith’s statement. 
He says: 





All that is proposed is a denial of the interest deduction to the purchaser of 
a policy who buys it under a plan to have it carried largely by special loans 
made for the purpose. 

I don’t believe, gentlemen, that it is your intent to dictate to a 
man as to the reason why he borrows money and what he can do with 
it after he borrows it. 

What is the difference whether he buys a home with it or he buys 
life insurance or he buys a fur coat for his sweetheart, or anything 
else ? 

Senator Witt1aMs. You are speaking of loans and notes. 

Are there instances where a few companies are selling this to the 
policyholders with the understanding that they don’t even have to 
sign the notes ? 

Mr. Epetstrern. Not to my knowledge. If they are, I have never 
seen one. 

I might also add, Senator, that the big majority of the loans that 
are made are not made with the insurance companies. The insur- 
ance companies, again I wish to state, are not selling this plan. The 
insurance companies provide the policy contract. We can use any 
contract. 

Senator Witz1aMs. Well, that is my understanding, because I have 
talked to several of the officials of the different companies and they 
don’t want to take the position, from the standpoint of their own 
business, of being opposed to this, yet they recognize it, their agents 
go out and sell it, and you can’t stop it—as you say, an agent can 
explain it and put it over very properly, stress ‘the advantages—but I 
know of 1 major company that said that they had never confirmed 
but 3 or 4 of these policies, and in each instance they called the pros- 
pective policyholder in and advised him against going into it, because 
there was a technicality in the law which would perhaps be corrected, 
and, therefore, they thought the prospective policyholder would be 
poorly advised to take advant: ige of it. 

Mr. Epersrern. Senator, this is not a technicality. 

Senator Kerr. Would the Senator yield ? 

Senator WiiiiaMs. Yes. 

Senator Kerr. I would like to ask this witness this: 

A policyholder whom you have said follows this plan is not taking 
advantage of the technicality of the law; he is just operating under 
the general provisions of the law? 
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Mr. Epetstern. That is correct. 

Senator WitiiaMs. That is true. . 

But they were pointing out to them that the law perhaps would be 
amended whereby this would no longer be possible, and then the 
policyholders might have life-insurance policies that might not be 
as advantageous as some others. 

Mr. Epevstern. Aren’t they merely advising clients that they fear 
there might be legislation in a direction which would impair the in- 
surance thay already own ? 

Senator WititaMs. Yes. 

Senator Kerr. The only suggestion they could possibly make to the 
prospective policyholder would be that Congress might pass a law 
which would deny a citizen a right he now has to deduct from the 
amount of taxes he now has on income that amount that he had paid 
interest with as to this specific purpose, 

Mr. Eperstern. That is right, sir. 

Senator Kerr. A similar situation would arise if we were to con- 
sider the passage of an act which would say that a man would not 
be permitted to deduct as an expense the interest he paid on any loan 
that he contracted to buy stock on which he subsequently made a 
profit. 

Mr. Eperstern. That is right, sir. 

Senator Kerr. Or that he would not be permitted to deduct interest 
on a loan he contracted if he used it to buy a leasehold estate in a 
piece of real estate and subsequently made a profit. 

The thing the Treasury proposes, as I understand it, is to change 
the basic law of deductibility of interest payment as an expense 
against income, if the taxpayer used the proceeds of that loan or the 
effect of that loan to acquire the life-insurance estate. 

Mr. Epevsrein. That is right; a subjective rule of intent, pure and 
simple. 

And if the intent is for any purpose other than to purchase life in- 
surance, then it is perfectly all right to deduct interest. 

Senator Kerr. Or if the original intent was for some other purpose 
than life insurance, but by reason of changing either one of these posi- 
tions he got to the point where he had to ‘borrow money, and the life- 
insurance policy was the only thing he had to borrow it on, then he 
would be put in the position of not being able to deduct the interest 
from that. 

Mr. Epersrern. That is right, as long as he continued to do it in a 
systematic way ; as long as he found himself unable, after taxes, to pay 
back the loan and thereafter continued a borrowing procedure. 

Senator Wiit1ams. However, as Mr. Smith said, he submitted the 
language that would protect that taxpayer and close the loophole, 
and I assume he would have no objection if we could protect the type 
of case that you have described. 

Mr. Enersrern. I would object, because there is no loophole, there 
is no tax avoidance at all. 

Senator Kerr. Evasion. 

Senator WiiutaMs. If the situation which you have described can 
be adequately protected, as were described by the Senator from Okla- 
homa, if those can be adequately protected, and, at the same time, this 
other measure which other gentlemen in the Department of the Treas- 
ury have described as a loophole was 
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Mr. Epetste1n. No, I will not agree with you, Senator, because if 
the inclusion 

Senator Wmu1aMs. The reason I asked that, I thought I understood. 
But let’s keep our argument 

Mr. Epexstern. I merely exemplified further what the Senator from 
Oklahoma has said. 

Senator WiitiMs. In those cases you have described, I don’t think 
there has been an expression on the part of the Treasury to deny 
it. 

Mr. Epetsrern. There should be a subjective test on the representa- 
tive of the Bureau to come in and examine a man’s return, and he 
could very well hold that the reason that he did not borrow at the 
beginning but began to borrow at the end of 5 years would not change 
it from a sy stematic yrocedure ; it would be a very difficult thing 4 
me to say that I w a be w illing to pay the premiums for per haps 4 
years and borrow thereafter under a systematic plan, and how could 
they prove that I didn’t start to do that in the first instance ? 

But what is most important, and I think that the point that you 
gentlemen and the Senator from Oklahoma just brought out so very, 
very ably, is that this is a denial of a right which applies to any de- 
duction no matter what the equity is, no matter what the use of the 
money is, if you are going to deny the right to borrow money against 
the collateral value of life insurance or anything else and pay the pro- 
ceeds over to a life-insurance company, what is the difference whether 
you deny that right of deduction for that purpose as against any other 
purpose ? 

If we are going to make it broad, then let’s deny the interest de- 
duction for any purpose whatsoever. 

Senator WituiaMs. I might say that it has not necessarily been 
agreed by all concerned that the denial of the interest would be the 
way to close this. 

This is one of the recommendations of the Treasury. 

Mr. Epetstetn. This is one of the recommendations, yes. 

Senator Kerr. I think an observation in point is this: 

Any time the Government fixes a tax rate up to 90 percent of the 
income of the taxpayer, it is going to create a situation where the tax- 
payer is going to seek legitim: ate ways and ways recognized and in 
accordance with his right as a citizen to lessen the impact of that blow 
upon him. 

Senator WittiAms. I respect that, and I respect the right of groups 
to advise him how to do that, as long as they are following the law. 
I respect that also. But I think that perhaps the correction of this 
90 percent tax rate, which is a confiscatory rate, would be maybe to 
work toward reducing that down across the board for ev verybody, 

rather than to just create loopholes where it tan only be taken ad- 
vantage of by somebody who has corporate advice. 

I agree fully. I am not defending the high rate. Don’t get me 
wrong on that 

Mr. Epetrsretn. The purpose of all life insurance, Senator, is pro- 
tection. Let’s start out with that basic premise. 

The young man who wishes to buy life insurance and is after tax 
dollars today, even though he is in a 25 percent tax bracket—and I 
don’t want to misconstrue—to be misconstrued in any statement that 














402 TECHNICAL AMENDMENTS ACT OF 1958 


I recommend a man in a 25 percent tax bracket buy this. That is not 
important. 

Senator Kerr, That is up to him. 

Mr. Epetsrern. That is, it would not be important. 

Senator Witu1aMs. Let’s get his straight: 

It would not be advantageous for him to buy it? 

Mr. Epetsrern. It doesn’t. make any difference whether it is ad- 
vantageous. 

My point is: If I personally wish to loan a young intern an amount 
of money necessary to buy the policy because he has got a good future, 
I can make that loan to him; and that has been done for years and 
years, whether he had equity or not, and he merely signed the note. 
He followed that up when he had the ability to pay ‘the premium. 
Then he came along and had to open his office. And he found that in 
order to open his office, he had to use his capital so he couldn’t pay it 
back; so he borrowed against the life insurance policy in order to meet 
his note. 

And, as he grew, and his family grew, his requirements increased, 
and he never paid back that loan. And years went on and he still 
had a Joan up to the maximum cash value of the policy. 

Now, I bebave that it is almost impossible to discern the difference 
as to whether or not he made that loan to carry the life insurance 
policy, whether he made the loan to provide protection for his family 
or whether it was to buy office equipment or to complete his education. 
But he never made a payment other than that which he had to, over 
and above the cash value. 

Now, the same thing is very true today, insofar as many, many 
businesses are concerned, They are in a 52-percent tax bracket, they 
are undercapitalized, their requirements are tremendous for capital. 
But in order to preserve the entity of that business in the event of the 
death of either 1 or 2 of the principals in that business, they require 
that they enter into a buy-and-sell agreement. 

Now, to tie up collateral in the cash value of a life insurance policy, 
and use it for the effective capitalization of their business is utterly 
ridiculous. Now, what is wrong with their using the equity of the 
life insurance policy as against any other equity ? 

The Cramman. Could I ask you this: Are these loans evidenced by 
any notes? 

Mr. Epetsrern. Yes, sir. 

The CxarrmMan. Do they bear a date of maturity ? 

Mr. Eperstern. Yes, sir. 

Senator WitxtaMs. Are they evidenced by notes in all instances? 

Mr. Enverstern, If it is a bank they are evidenced by notes. If it is 
with an insurance company they are also evidenced by another form, 
which is a premium loan form and is in effect the same as a note owing 
to the insurance company. 

Senator Wiii1ams. Does the company have the right on that note 
to file a lien against the individual and collect ? 

Mr. Eperstetn. Automatically, it isa lien. 

Senator Wirr1ams. I know, but they have a right to file it only 
igainst his insurance equity ? 

Mr. Evetstetn. The insurance equity. 

Senator Wirr1ams. Can you show us some of those forms? 
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Mr. Epeisre1n. Every insurance policy—it is only a collateral loan 
taken against the policy. 

Senator Kerr. The collateral is an obligation for the company to 
the man, it is just like you and I had a contract under which I had 
the right to get $10,000 any time I wanted to, and you agreed to 
lend me $10, 000 any time I wanted it, and I do, and give you the note, 
and you keep that as collateral against this agreement, your obligation 
to pay me the $10,000, and any time I don’t pay you off you  auto- 
matically cancel what you owe me. 

Mr. Epersrern. That is right. The insurance company is the 
grantor. 

Senator Wiruiams. But are these loans arranged with insurance 
companies at times whereby the insurance company by their contrac- 
tual agreement recognize the accumulation of the dividends which 
have not been refunded solely as the collateral, and my name may 
not be on any notes, any contingent liability. 

Mr. Everstern. If there has already ‘been a note using the col- 
lateral value of a life-insurance policy with a bank or with an in- 
surance company that does not describe that you are the borrower, I 
have never seen it, and I don’t believe that any fiduciary institution 
would take such an obligation on, they have no recovery. 

Senator WiixtaMs. In their descriptions here they have so indi- 
cated that it has been done. 

Senator Kerr. If they did it would more nearly be a guaranty of 
approaching insolvency on the part of that insurance company than 
it would a tax evasion, wouldn’t it? 

Mr. Everstern. I most assuredly would eae ti so. 

Senator Kerr. In other words, the only way that they could fix it 
so that it wouldn’t be an absolute obligation anc d would be payable 
either by cash or by recalling from the borrower that which was a 
liquid asset to him, would be to put the insurance company in the 
position of giving insurance to people without a consideration ? 

Mr. Eperstein. That is right, denying the ps: vyment of the asset 

Senator Witt1ams. You would have your original payment as col- 
later al in addition ? 

Mr. Epetstety. No. In the first place you never have 100 percent 
in the first year of your premium. 

Senator Kerr. Or anything like 100 percent ? 

Senator Wiu1ams. But your original payments in your initial 
years are made. 

Mr. Epersretn. Not necessarily. They can be borrowed. 

Senator Wiixrams. They can be borrowed, but at least they are 
made in a bona fide transaction, either borrowed or assigned. 

Mr. Epe.stern. They are always made in a bona fide transaction 
with a note, and they are either borrowed or paid for out of capital, 
always. 

Now, whatever cash value there is to be borrowed from the insur- 
ance company must be implemented with a capital investment in addi- 
tion, because you don’t have a 100-percent recovery in an earlier year. 

The Cuarrman. What is the average percent you would have? 

Mr. Epetste1n. Well, some companies have none. Other companies, 
they will go up to about 50 or 60 percent. 

Senator Kerr. Not the first year ? 
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Mr. Epexsrern. Yes, the first year, some can go up that high. You 
see, your short-term paper, your short term like 10-payment life, for 
example, will have a very high first year cash value. 

Senator Kerr. But it has a very high first year premium. 

Mr. Epetstern. Yes, much higher, your cash value is always geared 
to your premium, basically they use different methods of funding, 
I am referring to commissions and other costs, different companies 
use different methods, some may pay them out over a period of 10 
years, and others are over another period of years, and that may 
change initial cash values. 

They may change their commissions and pay more in subsequent 
years than in the first. So there is no uniform rule as to what one 
company does as against the other, nor does it affect the borrowing 
procedure, because whatever cash is there is always there, and you 
can always borrow it for any purpose. 

Senator Wiii1aMs. I respect your position, and we will certainly 
view your full testimony, along with that of the gentlemen to follow. 
I do think it is unfortunate that we have something here that is being 
used and advertised in insurance circles as a tax avoidance device, and 
certainly that is unfortunate to advertising to say the least. 

And it is certainly a misunderstanding on the part of many of the 
officials of these companies if they likewise don’t recognize it as 
being—I mean who do likewise recognze it as being a loophole in the 
tax laws. 

Mr. Epexstern. I should like to point out two other things. The 
Treasury has not in this particular testimony mentioned anything 
about loss to the revenue. 

Now, the Treasury has stated in the past, Dr. Smith has, that there 
is a loss sustained to the revenue. I should like to submit to you, 
it is not in our report, but I should like to submit a supplementary 
chart which I drew up very carefully to indicate that to deny the 
right to deduct the interest you would definitely have a loss in the 
revenue, in other words, there is a profit to the revenue on the basis of 
pemitng the borrowing, because more people can own the kind of 
ife insurance that they should have by having the capital, the usage 
of borrowed capital with which to purchase their insurance. 

If they were denied that interest deduction and therefore did not 
do it, it would increase the cost of their insurance, and they could 
not afford as much insurance. 

Another point: that if the cash value 

Senator Kerr. I should like to have you put that chart in the 
record. 

Mr. Epetstetn. I should like to put it in the record. 

Senator Kerr. Without objection, it may be placed in the record. 

(The chart referred to is as follows :) 
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Exursit A.—Chart illustrating revenue gain as a result of sale of $1,000,000 of 
life insurance at age 45, projected over 10 and 20 years, wherein a borrowing 
procedure is used to pay the premiums 





Estimated earnings over 10 years | Taxes 
paid 
Agent or broker, commission. -_......-- , $33,900 (40 percent | $13, 500 
bracket). | 
General agent, overriding commission __.....-........-- . 6,300  _...do--.- 2, 520 
Medical and inspection fees. - -- 600 do... | 240 
Insurance company earnings on investments (5 percent) -... 17,000 (7.8 percent | 1, 360 
bracket). | 
Lendors’ earnings (5 percent on average loan of $120,000) ---- ....-. 60,000 (52 percent 31, 200 
bracket). 
Total... 117, 800 | 48, 880 
One-half of proceeds taxed at death in estate of insured ($500,000) (30 ; percent brac ket) ; -| 150,000 
| 
Total taxes collected by the Bureau in 10 years . , ae | 198, 800 
Interest paid and deducted by borrower---- $60,000 (Revenue loss | ' 30,000 


50 percent 
bracket). 


IO BR I FG POR nkinicd ceicowvhendod’<eseennt oor <ape cnn tye dhiuainnaaiaadeiiemdieeds _168, 880 


Total taxes collected by the Bureau in 20 years._...................-..-.....-.....-------------- “312, 000 
Revenue loss on interest deducted by borrower in 20 years (5 percent on average annual loz unof | ! 137, 500 


$275,000). | 


Revenue gain in 20 years. piswctaJaecuddeatebgtbtn ceed ae ae 174, 500 





1 The same loss of revenue would exist if loans were made for any other purpose. 


Mr. Epetstern. Secondly, I would like to point out that under the 
present law that if the cash value of the policy, including the divi- 
dends, exceeds the premiums paid so that there is a profit 

Senator Kerr. That would be at what stage, ordinarily, in the life 
of the policy ¢ 

Mr. Epetstein. It would be in the latter years, 18,17. It would be 
any year. In 20-payment it might be the 11th. In an endowment, it 
might be the ninth. In any year, there could be a profit that is taxed 
as ordinary income. 

Therefore, what is the benefit ? 

If we want to concede that it is only good for a 90 percent taxpayer, 
with which I don’t agree—— 

Senator WittiaMs. I just used that as an example. 

Mr. Eperstre1n. Let’s use a very high taxpayer. 

If he is going to receive all this benefit in the earlier years and he 
has a so-called tax gain, which the Treasury objects to, he has to pay 
an income tax on the gain as high as the deduction he took; so, he 
hasn’t gained anything. 

Senator WittiaMs. He may be taxable later ? 

Mr. Epesrein. That is right. 

And if he dies—and all this so-called tax gain is built up in the 
policy, he isn’t going to get it. The face of the policy is paid off. I 
don’t care what the cash value is. It is merged with the face of the 

policy, and any recovery existing goes to the insurance company, not 

to the borrower, and you, as a buyer of a life-insurance policy, you 
do not own that cash value. You have a letter of credit against your 
life-insurance company. The life-insurance company sustains and 
owns it. 
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Senator Wimu1Ams. You don’t think you would be able to persuade 
those fellows that have been buying it that they are actually losing 
money by buying it ? 

Mr. Epvexstern. I don’t say that they are losing money, but I say 
this: that sometimes somebody must pay that premium. They have 
the protection at the time they need it, and the cost, or the payment, 
if they die, comes out of proceeds. 

Senator Witurams. And do I understand that you are trying to 
describe it as a tax-deferment policy ? 

Mr. Eperstern. I am not trying to describe it in another way. Iam 
trying to describe the method at which it is purchased. 

‘Senator Kerr. Mr. C hairman, off the record—— 

(Off the record.) 

Mr. Epetsrery. Now, all of a sudden it has become a loophole, 
because certain people do not agree with the basic concept; singe they 
feel that savings in life insurance is more important than the protec- 
tion of life insurance; therefore, if you take the savings factor out, 
you are destroying the old concept of savings plus insurance. 

Well, I am not so sure that I can agree with that, because I find 
that the tax dollar or the remainder of the dollar that I have left is 
quite different than it was 20 years ago. 

So, I may have to change my entire concept and how I live, too, 
based upon those things. 

Our friend that you quoted a moment ago: He has not learned 
the difference between the value of the investment dollar and the 
value of the debts. It is swallowed by the insurance company in the 
face of the contract when he died. 

Senator WiiuraMs. I have another letter here from another in- 
surance agent that says: 

I have been in the insurance business for 28 years, and when it first came to 
the market I had no occasion to investigate thoroughly the merit and otherwise 
of the whole proposition— 

And it goes on, and it encloses a copy of a letter that he sent to one 
of his policyholder s that he later sold because he insisted on buying it, 
because he pointed out in asking this question: 

Is it generally good business to enter into a financial deal, the ultimate success 
of which hinges on the present technicality in the law— 

And he went on and pointed out to him why he felt that it was a 
loophole in the law; and he says it was sure to be recognized by 
Congress. 

However, he closed his letter, and properly so: 


If you are going to buy, my company would like to sell you. 


AndI don’t blame him. And he did sell him. 

I just give that as an example. I have left the individuals out. 
It isn’t fair to them. But there is a difference of opinion in the in- 
surance circles, and many insurance companies have recognized this; 
and, frankly, many of them would like for it to remain as is. But at 
least they want it clarified so that Congress, by leaving it as is, will 
definitely establish the policy that it is not a technicality in the law, 
but one which was intended by the Congress. 

And I think that it is very important that we—and I was the one 
member of this committee to urge Mr. Smith to bring this before 
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this committee at this time and outline his recommendations for 
corrections, with the thought that either we should accept it or reject 
it, and by doing it publicly, put you gentlemen on notice that you 
can either sell it or not sell it, but you will know that we have taken 
notice of it. 

And that was the whole purpose of bringing it in. 

Mr. Epetsretn, Senator, if it is not included in bill 8381, then we 
would then conclude that it is not an unintended benefit. Do I un- 
derstand correctly ? 

Senator WinuiAMs. You can assume this, that if it is not included 
in 8381, it will be because Congress does not want it. 

Senator Kerr, You know that that action would not be binding on 
any future Congress. 

Senator Wituiams. That is true, and at any future time it could be 
brought up, but at least you would be on notice that it was not some- 
thing that we have not overlooked in the law, you will be on notice 
that we have discussed it, and it is being w eighed, and right or wrong 
our decision would have been made. 

And I repeat, I don’t think it is necessary that anything that I have 
said in any way be construed as any reflection on you or anyone who 
has sold it or anybody that has bought it, it is nothing wrong, the law 
is the law. 

Mr. Epetstern. Rather than complete my written testimony, be- 
cause a great deal of this, Mr. Chairman, has been brought out in my 
discussion, I would like to merely submit the testimony. 

(The complete prepared statement of Mr. E delstein is as follows :) 


STATEMENT OF J. MILTON EDELSTEIN ON BEHALF OF THE ASSOCIATION OF ADVANCED 
LIFE UNDERWRITERS 


Mr. Chairman and members of the committee, my name is J. Milton Edelstein. 
I appear before this committee as chairman of the legislative committee of the 
Association of Advanced Life Underwriters. I am accompanied by our counsel, 
J. Milton Cooper and Leonard L. Silverstein. 

The subject of my testimony involves so-called loan-financed life insurance. 
More accurately, the question at issue involves the right of taxpayers to deduct 
on loans incurred in connection with life-insurance policies in the same manner 
as interest deductions are taken for all other purposes under the code. 

This subject has already been exhaustively considered by both the Subcom- 
mittee on Internal Revenue Taxation to the House Ways and Means Committee 
in 1956 and by the Ways and Means Committee itself in the spring of 1957 when 
H. R. 8381 was considered by that body. The Ways and Means Committee flatly 
rejected the Treasury’s proposal at that time. 

Earlier this week Dr. Smith, appearing before your committee, again seeks 
restrictive legislation which would in effect impair, if not destroy, the use of 
credit to finance life insurance protection. 

The nub of the Treasury’s contention would disallow as a deduction interest 
on indebtedness incurred to carry a life insurance, endowment, or annuity policy 
under an arrangement or plan which contemplated that a substantial number 
of premiums would be paid by means of such indebtedness. 

The same suggestion was made by the Treasury to the House Ways and Means 
Committee and rejected by that body. 

I am sure that while most of you are doubtlessly familiar with the type of in- 
surance program here at issue a brief illustration may be helpful. Assume that 
a young professional man, earning income but lacking capital, needs life insur- 
ance protection for his growing family. Assume further that term insurance 
does not suit that man’s needs since such insurance runs out at an early age and 
that the premium cost of permanent insurance, such as whole life, approximates 
$2,000 per year. The insured is faced with the same tremendous financial bur- 
den in connection with this vital insurance purchase as faces him in connection 
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with the purchase of a home. His course of action seems obvious. Just as he 
borrows to purchase his home, he borrows to furnish adequate life insurance. In 
the case of the home purchase, the house itself is utilized as collateral for the 
loan. In the case of life insurance the policy is collateral for this similar type 
of loan. 

We submit that if the interest deduction is to have any meaning whatsoever 
it should be available with respect to loans used to acquire life insurance pro- 
tection for the very same reason that it permits deductions on loans used to 
finance home purchases, Indeed, the entire history of the interest deduction for 
personal borrowings makes no distinction whatsoever respecting the use to which 
the borrowed funds are put. An improvident borrower, whatever his bracket, 
may borrow funds to go to the races, to purchase the most extravagant luxuries, 
or for any other purchase which comes to mind. The consequence of the Treas- 
urer’s proposal would continue the interest deduction for these purposes but 
deny the family man the right to borrow to provide insurance protection for 
his family. 

Your committee may well ask why the Treasury has persisted in its position. 
As noted, the Treasury is concerned with the fact that financed insurance plans 
are allegedly of “negligible cost” to high-bracket taxpayers. We are eager to 
respond to this contention. In the first place, the chief users of loan-financed 
plans are not high-bracket taxpayers but others needing insurance protection 
generally who cannot otherwise acquire adequate or proper protection without 
borrowing. In addition, as to those taxpayers who are in high brackets, is 
there any reason why the interest deduction should be denied these persons any 
more than low-bracket taxpayers. 

The next point of concern to the Treasury is the fact that the policies develop 
eash values, that is, a so-called inside buildup, which are not taxed to the in- 
surance companies. We deny that this so-called buildup is tax free since insur- 
ance companies are taxed on their income. In addition, all policyholders, 
whether the premiums are financed or whether the premiums are paid out- 
right, receive whatever benefits accrue to the policyholder. We respectfully 
submit that if the Treasury is concerned about taxfree buildup in insurance 
policies that this be considered by your committee when it takes up the question 
of the proper mode of taxation of life insurance companies themselves. It is 
no solution to seek to solve life-insurance-company tax problems by discriminat- 
ing against policyholders—particularly those who cannot afford to purchase 
outright permanent insurance in the first instance. 

We wish to note finally the Treasury’s suggested legislative approach to cure 
the alleged difficulty. Under this plan, the precise language of which has 
never been made public, a line would be drawn between borrowings on insurance 
policies made supposedly in the ordinary course of events and loans made openly 
to acquire insurance protection. We submit that this is a legislative line which 
is too fine to be drawn with administrative workability. In other words, the 
wealthy taxpayer can borrow independently from his bank against stock or 
other collateral and use these same funds to purchase his life insurance. Tracing 
loans of this nature will foster further abuses of the tax laws and actually 
promote devious schemes. Moreover, morally, is there any difference between 
the person who, in the supposed ordinary course of events, borrows to go to the 
races and another person who openly and aboveboard borrows to acquire life 
insurance protection for himself and family. If anything, the Congress should 
encourage the acquisition of life insurance by any means, including by borrow- 
ing or investment of capital. 

We feel sincerely that in these times of continued inflation and high personal 
income tax rates that it is extremely difficult for an individual to provide ade- 


quate insurance protection for his family. We urge that this committee take- 


no action which would in any way restrict or impair a person’s right to protect 
his family by any legitimate means. 

In summary: 

1, The primary purpose for which life insurance is purchased is protection. 
To deny or limit one’s right to protect his requirements is not the purpose of 
tax law. 

2. There is no inside tax-free enhancement belonging to the policyholder. 

3. Adoption of the Treasury’s proposal would classify life insurance as under- 
privileged property. 

; 4. Moreover, adoption of further restrictions would actually bring about loss 
in revenue, 


5. The tax bracket of the taxpayer permits him no greater benefit from this: 


type of loan than for any other. 
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The Association of Advanced Life Underwriters appreciates the opportunity 
to testify before this committee concerning this important subject and stands 
ready to furnish any additional information or answer any questions of your 
committee or its staff. 

Mr. Epetstrern. Do any counsel have anything to say ? : 

Mr. Sttverstern. Mr. Chairman, if I may, just 30 seconds. 

Senator Kerr, I believe, pointed out the nub of this entire problem. 
Now, the Treasury has been concerned about the so-called inside 
buildup, that you can borrow against the policy while internally the 
policy is increasing in value, which value is not being taxed because 
of the fact that the life insurance tax rates are different from other 
rates. 

Now, accepting that as a fact, there still is no difference between 
the purchase of life insurance with borrowed funds and the purchase of 
any item which increases in value during the time the funds are bor- 
rowed, such as real estate. The person who borrows or buys real 
estate with a mortgage and then sells it may have no costs or may have 
some cost, depending upon the cost to him of the borrowed money 
during the period when he held the real estate. 

That is precisely what the situation is in the case of life insurance. 

Senator WiiuiaMs. I think you will agree that there is this differ- 
ence in describing this as a real-estate transaction on the one hand 
which can appreciate in value. Here we have something which we 
know would appreciate in value as a result of a lower tax rate which is 
being paid by the insurance companies than which is being paid by 
the corporations or the policyholder on the outside; I am not getting 
into the merits or demerits of the tax rate, but that is a mathematical 
situation which does not exist whereby you can compare this with real- 
estate taxation. 

Senator Bennerr. Also, in fairness, this same power to appreciate 
exists for the insurance policy purchaser who buys his insurance 
policy and pays cash for it. 

Senator Witui1AMs. That is true. 

Mr. Epetstrern. That is true. And therefore the denial exists in 
both instances if it is to be denied. ‘ 

Senator Bennett. If that is offered as a reason why it is a tax avoid- 
ance device, then it becomes a tax avoidance device—— 

Senator WixuiaMs. I just mentioned that you can’t exactly compare 
this to a real-estate transaction. 

Mr. Epetstern. You might compare it to the purchase of a Govern- 
ment bond purchased below the par. There we have the guaranty of 
the Government that it will be redeemed at maturity at par, then 
you do have a definite guaranteed enhancement inside that enhance- 
ment, and the interest is deductible. 

Senator Kerr. In that situation when the Government bonds got 
down to 84 a year and a half ago was one that many an investor took 
advantage of, channeling off the interest that they paid on the loans 
against their income as a tax deductible item, and then I believe in 
12 months sold their Government bonds enhanced in value by 10 
points. 

Senator WittraMs. I might say, perhaps this is a good place to leave 
it, when we get to the point that we agree that this plan is almost a 
sure winning investment for the man that bought it as a Government 
bond, I think we can agree on that. 
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Senator Kerr. I don’t think there is any doubt that people regard 
an insurance contract from a good insurance company as good as a 
Government bond. And that is one of the reasons I have always 
been a sucker for life insurance. I remember the first life insurance 
policy I ever owned, Mr. Chairman. My father, when he was making 
$150 a month, and I was 18 years old, called me in, and he said, “Now 
Bob, I have bought a $1,000 20-year life insurance policy for you,’ 
and he named a certain cost, and he said, “I am going to pay the 
premium on it for you,” either for 3 or 4 years, and he said, “After 
that you can borrow against the cash surrender value of that policy 
enough to pay the annual premiums, and if you die, there will be 
enough there to bury you.” 

Mr. Epe.stern. Thank you very much. 

The Cuarrman. Thank you. 

The next witness is John Z. Schneider. 


STATEMENT OF JOHN Z. SCHNEIDER, NATIONAL ASSOCIATION OF 
LIFE UNDERWRITERS 


Mr. Scunemer. Mr. Chairman and gentlemen, I am John Z. 
Schneider, of Baltimore, Md., and Iam appearing before you today as 
chairman of the committee on Federal law and legislation of the 
National Association of Life Underwriters, which is a trade associa- 
tion of over 73,000 life insurance agents. My purpose in appearing 
is to reply to, and urge you to reject, a recommendation that Mr. Dan 
Throop Smith made on behalf of the Treasury Department during 
the course of his testimony on February 25 with. respect to H. R. 
8381, the Technical Amendments Act of 1958. 

I refer to Mr. Smith’s proposal that your committee write into this 
bill a section that would restore in the Internal Revenue Code a modi- 
fied version of what is commonly known as the premium payment 
test of ownership of life insurance policies for estate-tax purposes. 

Senator Kerr. Let me ask you right there, you say “would restore in 
the Internal Revenue Code.” Was that ever in the code, or was that 
a matter of regulation by the Department ? 

Mr. Scunewer. That was in the code, sir. The premium payment 
test. 

Senator Kerr. The premium payment test was in the law or in the 
regulation ? 

Mr. Scunemer. Yes; I think we cite that later on, sir. 

That appeared in the 1939 code, and it was eliminated by 2042 of 
the 1954 code. 

Under the Treasury’s proposal, as presented by Mr. Smith, all or 
part of the proceeds of a life-insurance policy would be includible in 
the insured’s taxable estate solely by reason of the fact that he had 
paid the premiums either directly or indirectly. This result would 
follow even though the insured had divested himself of all incidents 
of ownership in the policy during his lifetime or, indeed, had never 
owned the policy at any time. 

The amount required to be included in the insured’s taxable estate 
would be the amount by which the total death proceeds paid under the 
policy exceeded the cash value of the policy at the date of his death. 

As Mr. Smith indicated in his testimony the other day, this recom- 
mendation is certainly not new. The very same proposal was made 
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by the Treasury Department to the House Ways and Means Sub- 
committee on Internal Revenue Taxation back in November 1956, just 
prior to the hearings which led to the drafting of H. R. 8381. 

We opposed it then as we do now. Of more importance, however, 
is the fact that both the Ways and Means Subcommittee and the full 
Ways and Means Committee, after carefully studying the problem 
for many days, rejected the Treasury’s proposal as being unsatis- 
factory. Therefore, we respectfully submit that this particular pro- 
posal does not deserve further study by your committee. 

It is true that the House Ways and Means Committee ultimately 
wrote into H. R. 8881—as section 56—its own version of a limited 
premium payment test. This provision was entirely different from 
the Treasury’s discarded proposal and, we understand, was just about 
as unsatisfactory to the Treasury as it was to my association, although 
admittedly for quite different reasons. 

It is also true, as Mr. Smith has pointed out, that section 56 was 
deleted from H. R. 8281 by an amendment offered by the Ways and 
Means Committee on the floor of the House on January 28. 

However, I should like to stress that in asking for the deletion of 
section 56, Chairman Wilbur D. Mills, of the House Ways and Means 
Committee, clearly indicated that his own committee wanted to give 
this “very complex and perplexing problem” further study and in- 
tended to do so. 

Of course, we are completely aware that this action on the part of 
the Ways and Means Committee does not, and should not, deprive 
your committee of the right to review the problem. 

Nevertheless, we do suggest that in view of the fact that the Ways 
and Means Committee does intend to study the issue further and that 
H. R. 8381, as it now stands, contains a substantial number of tax 
revision proposals of importance to both the Government and the tax- 
payers, its consideration and enactment should not be impeded, or 
possibly prevented, by further controversy over the question of restor- 
ation of the premium payment test at this time. 

However, if your committee should decide to review the problem in 
connection with H. R. 8381, then I want to take this opportunity to 
acquaint you with my association’s basic objections to the premium 
payment test in any form. These objections, which I shall now briefly 
touch upon, are that the test is (1) illogical and discriminatory, (2) 
of doubtful constitutionality, and (3) highly detrimental to the con- 
servation of small-business enterprises. 


1, PREMIUM PAYMENT TEST ILLOGICAL AND DISCRIMINATORY 


The premium payment test contained in the 1939 code required 
that the entire proceeds payable under policies on the life of an insured 
to beneficiaries other than his executor be included in the insured’s 
gross estate if, and to the extent that, he had directly or indirectly 
paid the premiums on such policies. The test applied, of course, even 
though the insured had divested himself of all incidents of ownership 
in a policy or, indeed, even though he had never had any such incidents 
of ownership to begin with. 

Thus applied, the premium payment test resulted in life insurance 
being the only form of asset that an individual could not remove from 
his taxable estate by means of inter vivos gifts. 

221965827 
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Even the stanchest advocates of the premium payment test now con- 
cede that the old test went much too far. This is borne out by the 
fact that the Treasury’s current proposal would make the test applica- 
ble only to the difference between the total death proceeds paid under a 
policy and the cash surrender value at the time of the insured’s death, 
rather than to the entire death proceeds. As I have already indicated, 
however, we feel that any form of the test would be basically objec- 
tionable. 

Senator Bennerr. May I ask a question at that point? 

You have compared the 1939 law to the present law. As I under- 
stand it, under the 1939 law, if it could be shown—a calculation was 
made which related to proportion of the total premiums paid by the 
insured to the total recovery from the policy, and that proportion 
which was directly related to his payment was included in the estate. 

Mr. Scunemer. To the extent that he paid directly or indirectly, 
that is correct. 

Senator Bennetr. You are probably not the man to ask this ques- 
tion, but suppose we had the situation under the proposed amendment 
of the Treasury where the insured paid half the premiums and some- 
body else paid the other half, is it your understanding, then, that—I 
will put it in another way. 

If the insured paid any of the premium, would that bring into 
effect this proposal that the difference between the cash surrender 
value and the amount realized at death be included in the estate, or 
would this same proportional relationship continue, or don’t you 
know ? 

Mr. Scunemer. I don’t know. I would have to refer to the total 
proposal. 

Senator Kerr. Under the proposal made by Mr. Smith, what would 
be the answer to the Senator’s question ? 

Senator Bennett. His answer was, he didn’t know. 

Senator Kerr. Do you know what it would be under the amendment 
that the Ways and Means Committee put into the bill and then took 
out ? 

Mr. Scunemer. The amendment that the Ways and Means Com- 
mittee, I believe, put into the bill, was the so-called 5-year rule. 
Under this rule, if a policy had been transferred by the insured within 
5 years prior to his death, or had been acquired by a third party on 
the life of the insured within 5 years of his death, the proceeds would 
be included in the insured’s estate to the extent that during that 5-year 
period he had paid the premiums. 

Senator Kerr. I think the same thought has occurred to me that | 
believe may have occurred to the Senator from Utah, that the Treas- 
ury now proposes a most drastic revision than was in the 1939 code. 

I believe there is a member of the staff here that can answer that for 
us, Senator. 

Senator Bennetr. The theory, according to my advice, is that the 
proportional situation would continue, although that was not made 
clear to us in the presentation of Mr. Smith. 

Mr. Scunerper. In addition to the fact that the premium payment 
test discriminates against life-insurance policies as being proper sub- 
jects of inter vivos gifts, it also ignores the fact that a life-insurance 
policy is, among other things, a contract of indemnity. ‘This was rec- 
ognized by the Supreme Court of the United States in 77. 8. vy. Sup- 
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plee-Biddle Hardware Company (265 U. 8. 189), where the Court 
said : 

Life insurance in such a case is, like that of fire and marine insurance, a con- 
tract of indemnity. * * * The benefit to be gained by death has no periodicity. 


It is a substitution of money value for something permanently lost, either in a 
house, a ship, a life. 


Similar reasoning may be found in Newell et al v. Commissioner (66 
F. (2d) 102) and #meloid Company, Inc. v. Commissioner (189 F. 
(2d) 230). 

Thus, for example, where a wife holds all of the incidents of owner- 
ship in a policy on her husband’s life, nothing is transferred from him 
to her upon his death. Rather, his death is simply the event which 
matures the right that she already possesses to be indemnified against 
the economic loss that she has suffered. Therefore, it is both inequi- 
table and illogical to say that what is clearly an asset of hers must be 
included in his estate. 

Furthermore, we wish to point out that restoration of the premium 
payment test would do more than simply discriminate against life- 
insurance owners generally. It would also bring back into the law 
discriminatory tax treatment as between individual policyowners. 

Senator Kerr. Mr. Schneider, we will have to go now to vote on the 
floor. Do you wish to come back, or would you rather put the 
remainder of your statement in the record ? 

Mr. Scunewer. I will put the remainder of my statement in the 
record. 

Senator Kerr. It will appear in the record. 

(The unread portion of the statement of Mr. Schneider is as 
follows:) 


For example, if a wife should buy a policy on her husband’s life with gifts of 
money furnished by him, the proceeds would be includible in his gross estate. 
If, however, she happened to have independent means of buying the policy, none 
of the proceeds would be taxable in the husband's estate. Obviously, therefore, 
the test would, as it did in the past, discriminate heavily in favor of wealthier 
families and against those whose need for protection is more pressing. 

Before leaving this point, let me add that we are well aware of the conviction 
apparently held in certain quarters, including the Treasury Department, that 
the elimination of the premium payment test by section 2042 of the 1954 code 
has pre + hc d a “loophole” whereby wealthy taxpayers can have a field day at 
Uncle Sam’s expense. Let me assure you that this is just not so. By and large, 
the premium payment test never did bother the wealthy. However, it did— 
and would again—adversely affect people of more moderate means, such as 
small-business men. But I shall get to them in a minute. 


2. PREMIUM-PAYMENT TEST OF DOUBTFUL CONSTITUTIONALITY 


With respect to the highly questionable constitutionality of the premiuim- 
payment test, we can add little to what has already been said on this point by 
the United States Court of Appeals for the Seventh Circuit in the case of Kohl v. 
United States (226 F. (2d) 381), decided on October 13, 1955. We do want to 
emphasize forcefully, however, that in that case, the court held, in substance, 
that the test was unconstitutional whether applied to policies transferred before 
the date of enactment of the 1942 statute imposing the test or to those trans- 
ferred thereafter. In short, it is completely clear that the Kohl case stands 
squarely for the proposition that the premium-payment test cannot, in any event 
or in any form, be other than unconstitutional. 

We are, of course, aware that a contrary result has since been reached by 
: - ‘Tax Court in Loeb v. Commissioner (29 T. C. No. 4), decided on October 

, 1957, in which the Tax Court refused to follow the Kohl decision. The Loeb 
case is now being appealed. Even if the Tax Court’s decision should be affirmed, 
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however, the serious constitutional question will remain unresolved unless and 
until settled by the Supreme Court. 

In addition to the grounds relied upon by the court in the Kohl case, we 
believe that there may be still another reason why the premium-payment test 
will be found wanting in constitutionality. Such a test in effect lays down a 
conclusive presumption that a life-insurance policy is testamentary in char- 
acter. We call to your attention that the Supreme Court of the United States, in 
Heiner vy. Donnan (285 U. 8S. 312), held to be unconstitutional a statute which 
purported to provide such an irrebuttable presumption in the case of transfers 
made in contemplation of death. We believe that the same principles of law 
are equally applicable to the premium-payment test. 


3. PREMIUM-PAYMENT TEST PARTICULARLY UNFAIR AND HARMFUL TO SMALL 
BUSINESS 


I have already made reference to the fact that the premium-payment test is 
discriminatory and unfair as applied to owners of life insurance generally. I 
should now like to stress that the test is particularly harmful to the economic 
health of small business and, consequently, to the overall national economy. 

For years, both Congress and the executive department have repeatedly shown 
much concern over the economic well-being of small business concerns and have 
devoted a great deal of time and study to devising ways and means of pre- 
venting their destruction or their absorption by larger enterprises. Apropos 
of this, in its final report to the 8ist Congress (Rept. No. 46), the Senate Special 
Committee To Study Problems of American Small Business, stated the following 
very significant and pertinent conclusion: 

“Tt is the combined pressure of the income- and estate tar structure which 
forces independent owners of business of this size to sell out to larger companies. 
The Treasury forces these mergers and the Federal Trade Commission com- 
plains about them and seeks to set up a legal barrier.” [Emphasis ours. ] 

To relieve the harmful effect of the estate tax pressure it found to exist, the 
Senate committee recommended the elimination of the premium-payment test 
from the 1939 code and gave the following reason for this recommendation : 

“Removal of this discrimination against one type of property, life insurance, 
would facilitate putting the heirs of owners of independent businesses in a posi 
tion to meet estate tax obligations and to carry on the business free of extraor- 
dinary obligations.” 

Restoration of the premium-payment test would, to a large degree, resurrect 
the estate tax pressure on small business referred to above. Accordingly, we 
believe that it would have a marked tendency to bring about the extinction of 
many small business enterprises and the accompanying loss of the income tax 
revenue obtained from them and their owners and employees. Moreover, the 
proposal would, in all probability, produce only an insignificant amount of 
additional estate taxes. Indeed, we think it extremely likely that any resulting 
gain in estate tax revenue would be much more than offset by the loss in income 
tax revenue which I have mentioned. Thus, we are convinced that the premium- 
payment test is both socially and economically unrealistic and unsound. 

In making this particular argument against restoration of the premium-pay- 
ment test, we wish to call to your attention that there are now pending in both 
Houses of Congress a number of bills designed specifically for the purpose, 
among others, of easing the impact of estate taxes on small business enterprises. 
Under these bills, the estates of deceased owners of small businesses would be 
given the opportunity to pay Federal estate taxes in installments over a period 
of up to 10 years. This is one of the provisions recommended by both the 
President’s Cabinet Committee on Small Business and the Senate Small Business 
Committee. 

Thus, on the one hand, we find one agency of the executive department, 
namely, the President’s Cabinet Committee on Small Business, recognizing the 
need for and recommending legislation in the estate tax field to give relief to the 
small-business man. On the other hand, however, we find another agency of the 
executive department, namely, the Treasury, calling for legislation that would 
make his plight all the more acute. Now, we may be naive, but it looks to us as if 
the Government perhaps unwittingly, may be undertaking the impossible task of 
trying to ride the same horse in opposite directions. 

Incidentally, let me make it clear that even if the law should be revised to 
permit the estates of deceased small-business men to pay estate taxes in install- 
ments, there would still remain the need for continuation of the tax relief pro- 
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vided by the absence of the premium-payment test. I say this because while the 
installment arrangement would undoubtedly make the payment of taxes less 
burdensome, it would not necessarily insure that an estate had sufficient liquidity. 
Only section 2042 provides the means whereby this liquidity can best be achieved. 
Therefore, it should be retained in any event. 

In conclusion, I should like to express to you my deep appreciation for giving 
me the opportunity to appear before you on this important matter on behalf of 
my association. If you wish further information from us, I hope that you will 
not hesitate to get in touch with our headquarters staff or me at any time. 


Senator Kerr. Thank you very much for being here and for the 
statement that you have read and put into the record. 

Mr. Scunewer. Thank you. 

Senator Kerr. That concludes the schedule of witnesses but before 
adjourning the committee, the Chair submits the following letters for 
the record. 

(The letters referred to follow :) 


KENT AND BROOKES, 
San Francisco, February 4, 1958. 
Re: H. R. 8381. 
Senator Harry F’. Byrn, 
Chairman, Committee on Finance, 
United States Senate, Washington, D. C. 

My Dear Senator Byrp: I have been examining the text of the so-called tech- 
nical amendments bill of 1958 as passed by the House on January 28, 1958, which 
your distinguished committee will doubtless soon be considering. 

The stated purpose of the bill is to amend the Internal Revenue Code of 1954 
to correct unintended benefits and hardships and to make technical amendments, 
and for other purposes. 

So far as the substance of the bill is concerned, it seems meritorious and I find 
no grounds for criticizing most of its provisions. But there is one aspect of the bill 
which I respectfully suggest raises a serious question of legislative policy and 
procedure, That is that the bill is replete with provisions giving much more than 
the normal retroactive effest, i. e., to the beginning of the year in which enactment 
occurs, to many of its provisions, not only to relief provisions intended to cure 
unitended hardships to taxpayers, for which there is ample precedent, but also 
to remove so-called unintended benefits to taxpayers. 

It is absurd to say the 82 sections of this bill are mainly directed at the mere 
correction of clerical errors. The provisions of a majority of the sections are 
definitely substantive and can have important and far-reaching effects on the tax 
liabilities of many taxpayers. Many sections, of which sections 3, 12, 16, and 3 
represent a few examples, change the substantive law otherwise applicable to 
transactions as far back as November 7, 1956. 

The foregoing is the date, I believe, when the report of the Mills subcommittee 
to the Committee on Ways and Means was published. It should be noted that 
the report was made to a prior Congress no longer in existence and was not 
then acted upon. The publication of the report of the Mills subcommittee was not 
notice to the world of what the Congress was going to do but only of what the 
subcommittee was recommending. Any other view would imply that the Senate 
would act merely as a rubber stamp in the matter, whereas the teaching of 
history is that the Senate has always and properly exercised its own independent 
iudgment in such matters. The recommended bill has now been resurrected with 
few, if any, material changes, and is on its way to passage by a new Congress. 

It is my earnest belief that the enactment of this bill with its present retro- 
active clauses would be a serious mistake not only because of the heavy burdens 
it may impose retroactively on many taxpayers but also because of the very 
dangerous precedent it will create for the future. It is one thing, as has been 
done in a few instances, to provide for retroactive application of a provision 
to prevent tax avoidance by making it applicable to transaction consummated 
after the date a revenue bill is reported to the House by the full Ways and Means 
Committee. Even this practice has its dangers. But it is a much more radical 
procedure to go back to a date when a subcommittee report is filed with the 
full committee. History shows that full committees, much less the Congress, 
are not wont to be mere rubber stamps to endorse whatever a subcommittee of 
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one House, however able and conscientious, may see fit to recommend. The 
removal of so-called unintended benefits does not justify radically retroactive 
changes in substantive law. Such substantive changes should be made pros- 
pective in their operation. 

It would be better in my judgment to make the whole bill applicable to taxable 
years beginning after December 31, 1957, or transactions consummated after 
the date the bill was reported to the House, than to establish a precedent for 
substantive changes increasing the tax liabilities of taxpayers retroactively 
to dates in 1956. 

Respectfully submitted, 
ARTHUR H. KENT. 





STATEMENT OF WESLEY FE. DISNEY, WASHINGTON, D.C. 

My name is Wesley E. Disney. I ama lawyer with offices at 501 World Center 
Building, Washington, D. C., and at Tulsa, Okla. I appear for Peat, Marwick, 
Mitchell & Co., accountants, representing certain banks, namely: Commonwealth 
Trust Co., Union City, N. J.; First Trust & Dposit Co., Syracuse, N. Y.; The 
Trust Company of New Jersey, Jersey City, N. J.; and West Hudson National 
Bank, Harrison, N. J. 

During the bank holiday of 1933 the Reconstruction Finance Corporation 
(RFC) went to the aid of some hundreds of banks, which issued their preferred 
stock for cash advanced them by the RFC. As time went on most of these banks 
got into better shape. With reference to a very few of those banks, including 
those interested in the amendment hereinafter discussed, and which banks con- 
tinued in a weakened condition, and after the Federal Pseoosit Insurance C 
poration (FDIC) became operative, it became necessary for the RFC to again 
go to the aid of these banks with additional funds during the period 1938S 
to 1940. 

RFC required that the banks, some of which were merged with other banks 
in weakened condition, issues to the RFC new preferred stock for the old bank 
holiday money as well as for the new 1938-40 money advanced by RFC. These 
banks were required to pay, out of their earnings, amounts suflicient to retire 
the stock issued for both the old and new money. In the 13 years to 19538 
these banks were able to retire little of the “old” stock and no cash dividends were 
paid on the common stock to the stockholders of the banks; consequently, reor- 
ganization of the banks prior to 1954 and the procuring of new private capital 
was substantially impossible. 

We are proposing an amendment to allow these banks to deduct from gross 
income the amount paid in retirement of the RFC “old” stock—that is, the stock 
which represents the amount of money the RFC had already lost in these banks 
prior to the time it went to the aid of these banks in 1938-40. That was 
the bank holiday money advanced. We do not ask for the right to deduct from 
gross income the amount of money paid in retirement of the new (the 1938-40) 
money advanced by the RFC. 

This presents no new or novel idea. The question arose in 1988 when Congress 
recognized the hardship that had been imposed on certain banks and their de- 
positors. These were banks which were permitted to reopen on a restricted 
basis and went through reorganization whereby the depositors agreed to take 
preferred stock in lieu of specified percentages of their deposits in their banks, 
and the banks worked out for themselves a sound financial structure. As I said, 
Congress recognized the hardship and enacted an amendment to section 22 of the 
act of March 1, 1879, by means of section 818 of the Revenue Act of 1938. 
This amendment of 1938 exempted those banks from Federal income taxes so 
long as their net earnings were required for the retirement of the preferred 
stock for the satisfaction of depositors’ claims against the banks. It was included 
in the Internal Revenue Code of 1939, with a minor amendment, as section 3798, 
and is in section 7507 of the Internal Revenue Code of 1954. 

Again the question arose in 1951 when Congress added section 23 (dd) to the 
Internal Revenue Code of 1939, which now is section 592 of the Internal Revenue 
Code of 1954. These sections were designed to aid mutual savings banks not 
having capital stock represented by shares, domestic building and loan associa- 
tions, and cooperative banks without capital stock organized and operated for 
mutual purposes and without profit. 
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Congress had something like this in mind in 1934 when it enacted a provision 
similar to the present section 583 of the Internal Revenue Code, which reads 
as follows: 

“Sec. 583 DEDUCTIONS OF DIVIDENDS PAID ON CERTAIN PREFERRED STOCK. 

“In computing the taxable income of any national banking association, or of any 
bank or trust company organized under the laws of any State, Territory, posses- 
sion of the United States, or the Canal Zone, or of any other banking corporation 
engaged in the business of industrial banking and under the supervision of a 
State banking department or of the Comptroller of the Currency, or of any 
incorporated domestic insurance company, there shall be allowed as a deduction 
from gross income, in addition to deductions otherwise provided for in this sub- 
title, any dividend (not including any distribution in liquidation) paid, within 
the taxable year, to the United States or to any instrumentality thereof exempt 
from Federal] income taxes, on the preferred stock of the corporation owned 
by the United States or such instrumentality. The amount allowable as a de- 
duction under this section shall be deducted from the basic surtax credit other- 
wise computed under section 561.” [Italie ours.] 

This establishes to us that the Government did not and does not expect 
financial institutions to pay their earnings to the United States Government or 
instrumentalities thereof without receiving tax benefits on the payment thereof. 

Now in view of these legislative precedents which I have cited, it seems to me 
that we are by precedent and in equity entitled to the proposed amendment. 

The following background may be helpful in understanding the problem. 

During the depression years following the stock market crash of 1929, a great 
many banks in this country found themselves in unsatisfactory financial position, 
and the various State and Federal banking authorities arranged a number of 
forced mergers of unsound banks into supposedly sound banks in an attempt to 
protect the interest of the depositors in all banks. Congress, in recognition of 
the situation which developed, created, in 1932, the Reconstruction Finance 
Corporation, hereinafter sometimes called RFC, for the purpose, among others, 
of extending financial aid to banks and insurance companies in need thereof. 
This period of financial distress for banks and other financial institutions 
culminated in the bank holiday which began on March 4, 1933. 

Following the bank holiday, the majority of banking institutions in the country 
were allowed to reopen on an unrestricted basis. Most of these institutions had 
sufficient capital with which to operate, but in the case of some 300 banks it was 
found, either shortly after reopening or over the next few years, that they did 
not have sufficient capital to satisfy the requirements of State and/or Federal 
banking authorities. In the majority of cases where this condition prevailed, the 
RFC, in the exercise of its powers, made advances, either for debentures or 
preferred stock, to the banks involved and in most cases such advances have 
been repaidin full. Certain of the banks which had been closed on March 4, 1933, 
were ordered liquidated, while others were allowed to reopen on a restricted 
basis. A number of the banks which were permitted to reopen on a restricted 
basis went through reorganizations whereby the depositors agreed to take pre- 
ferred stock in lieu of specified percentages of their deposits in the banks, and the 
banks worked out for themselves a sound financial structure. 

In 1933, as a further protection to the depositors of banks against such catastro- 
phes as had previously occurred, Congress amended the Federal Reserve Act to 
allow for the creation of the Federal Deposit Insurance Corporation, hereinafter 
sometimes Called FDIC, which corporation was activated in that year. The 
main purpose of the Federal Deposit Insurance Corporation was to create confi- 
dence in the banking structure by insuring the deposits of member banks to the 
extent of $5,000 per depositor. This insurance protection has since been increased 
to $10,000 per depositor. 

Since FDIC was created it has gone to the aid of over 200 banks and has used 
4 means of providing protection. Briefly stated, they are: 

(1) Permit the regulatory authorities to liquidate the weak banks and 
discharge its insurance liability to the depositors. 

(2) Liquidate the weak banks through its own staff and discharge its 
insurance liability to the depositors. 

(3) Transfer the acceptable assets and the liabilities of the weak banks 
to sound going banks by sale, and discharge its insurance liability by paying 
to the going banks an amount necessary to make the acceptable assets equal to 
the liabilities of the weak banks, retaining the unacceptable assets of the 
weak banks for liquidation. 
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(4) Arrange a merger of two or more weak banking institutions, advance 
funds to make the acceptable assets of the merged institutions equal to the 
liabilities, and take over the unacceptable assets through “loan” or “purchase” 
as security for the advances. 

As I have stated, some weak banks which FDIC was required to assist had pre- 
viously received funds from the RFC for debentures or preferred stock. In those 
situations where the FDIC elected to follow plans 1, 2, or 3 above, the RFC lost 
its investment, except where the liquidation of the unacceptable assets by FDIC 
resulted in the accumulation of funds in excess of those required to repay the 
FDIC's advance, plus costs of liquidation and interest on the advance. 

In substantially all of the banks assisted by FDIC under plan No. 4, the merger 
method, the RFC had advanced funds for either debentures or preferred stock. 
At the merger dates all of the advances were represented by preferred stock. 
These are the institutions for which we ask relief. All of these plan 4 mergers 
were consummated between January 1, 1938, and December 31, 1940. In each case 
the banks involved in the mergers were deemed to have deposits and other liabili- 
ties in excess of assets acceptable to the supervisory authorities. FDIC met its 
insurance liability by advancing to the continuing institution cash exactly equal 
to the excess of deposits and other liabilities over acceptable assets. In no case 

ras there any equity remaining in the continuing bank, either for preferred or 
common stockholders, at the merger dates. You must keep in mind that the RFC 
had voting control of all the banks involved in the mergers and the individual 
stockholders were not permitted to raise new capital for the operation of the con- 
tinuing banks. The new capital required was supplied by the RFC and the banks 
were required to issue new preferred stock for this new capital as well as for the 
bank holiday money. The newly issued RFC preferred stock, which was issued 
for the bank holiday money, was of no value at the merger dates. 

The agreements provided for a sinking fund to be established from future earn- 
ings of the bank for the retirement of the new RFC preferred stock. 

In the agreements provision was made for the payment of annual dividends on 
the RFC preferred stock at progressively increasing rates (eventually amounting 
to 4% percent), and in every case these annual dividends were paid. 

In addition to assisting commercial banks and insurance companies by the 
provision of capital funds, RFC provided funds for several savings banks 
through the purchase of debentures therefrom. This aid by RFC to the 
savings banks was because losses and shrinkage in asset values had seriously 
weakened the financial structures of such institutions (the case of the com- 
mercial banks). Since the losses which weakened the financial structures of 
the savings banks were sustained in years when the savings banks were not 
subject to tax (and therefore created no tax benefit) it was felt that taxing 
income which must be used to reimburse the RFC would be onerous to the 
savings banks and highly inequitable. As a result of this feeling, and as I 
stated before, Congress enacted section 313 (g) of the Revenue Act of 1951 
and added section 23 (dd) to the 1939 Code, which now is section 592 of the 
1954 Code, which reads as follows: 


“Src. 592. DEDUCTION FOR REPAYMENT OF CERTAIN LOANS 

“In the case of a mutual savings bank not having capital stock represented 
by shares, a domestic building and loan association, or a cooperative bank 
without capital stock organized and operated for mutual purposes and without 
profit, amounts paid by the taxpayer during the taxable year in repayment of 
loans prior to September 1, 1951, by (1) the United States or any agency 
or instrumentality thereof which is wholly owned by the United States or (2) 
any mutual fund established under the authority of the laws of any State.” 

The commercial banks involved in plan 4 mergers were subject to Federal 
income taxes, but the losses which brought about the entire dissipation of the 
funds advanced by the RFC prior to the 1938-40 mergers, as well as all of 
the funds invested by the common stockholders, resulted in no tax benefit 
to the banks. First, the losses sustained exceeded the banks’ taxable income. 
Second, although commercial banks were subject to Federal income tax, exemp- 
tions granted to certain classes of income, received mainly by banks and other 
financial institutions, created a situation where a very few commercial banks 
were liable for any Federal income tax, even without the deduction of the 
extraordinary losses which occurred in the 1980's. 
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The “old” RFC stock (I mean by that the preferred stock issued prior to the 
1938-40 arrangement), due to economic events which occurred prior to the 
1938-40 arrangement, had lost all value. Hence payments on the “old” stock 
in reality represent payments of losses previously sustained by the RFC. We 
think that in all equity these institutions should be allowed to deduct such 
payments from their gross income for Federal tax purposes and urge that H. R. 
8381 be amended to carry out the provisions of H. R. 1161. 

The proposed amendment is made effective beginning in 1954. A bill in- 


corporating substantially the provisions of this amendment was introduced 


in January 1954, and was considered in connection with the enactment of the 
new code in that year. However, the Treasury submitted a report on the 
bill stating that they required more time to study it. Some payments have 
been made on the old preferred stock in the intervening period, and we feel 
that the banks which made them should not be prejudiced by reason of the 
long period of time that the matter has been under consideration. 

A draft of the proposed amendment is attached. 


AMENDMENT Intended to be proposed to the bill (H. R. 8381) to amend the 
Internal Revenue Code of 1954, and for other purposes, viz: Insert at the 
proper place the following new section : 


“Sec. —. DEDUCTION PAYMENTS OF CERTAIN PREFERRED STOCK. 

“(a) AMENDMENT OF 1954 Copge.—Section 583 of the Internal Revenue Code 
of 1954 is amended to read as follows: 

“<*Sec. 583. DEDUCTIONS ON CERTAIN PREFERRED STOCK. 

“‘TIn computing the taxable income of any national banking association, or of 
any bank or trust company organized under the laws of any State, Territory, 
possession of the United States, or the Canal Zone, or of any other banking 
corporation engaged in the business of industrial banking and under the super- 
vision of a State banking department or of the Comptroller of the Currency, 
or of any incorporated domestic insurance company, there shall be allowed as 
a deduction from gross income, in addition to deductions otherwise provided for 
in this subtitle, the following: 

“*(a) Any dividend (not including any distribution in liquidation except as 
provided in subsection (b)) paid, within the taxable year, to the United States 
or to any instrumentality thereof exempt from Federal income taxes, on the 
preferred stock of the corporation owned by the United States or such instru- 
mentality; and 

“*(b) In the case of any institution referred to in this section which was a 
party to a merger between January 1, 1938, and December 31, 1940, in accord- 
ance with arrangements made with the Federal Deposit Insurance Corporation, 
amounts paid, within the taxable year, to the United States or to any instru- 
mentality thereof exempt from Federal income taxes, in retirement of preferred 
stock issued, between January 1, 1938, and December 31, 1940, in exchange 
for preferred stock previously issued by any of the parties to the merger to 
the United States or any such instrumentality. 

“*(c) For the purposes of paragraph (b) any amounts paid, whether before 
or after the enactment of this Act, to the United States or to any instrumentality 
thereof exempt from Federal income taxes, in retirement of preferred stock 
shall be treated first as payment of preferred stock not issued in exchange for 
preferred stock previously issued, to the extent of new funds invested in pre- 
ferred stock, at the time of merger, by the United States or any instrumentality 
thereof exempt from Federal income taxes. 

“*The amount allowable as a deduction under this section shall reduce the 
deduction for dividends paid otherwise computed under section 561.’ 

“(b) Errective DAate.—The amendments made by subsection (a) shall apply 
with respect to taxable years beginning after December 31, 1953, and ending 
after August 16, 1954. If refund or credit of any overpayment resulting from 
the application of the amendments made by subsection (a) is prevented on the 
date of the enactment of this Act, or within six months from such date, by the 
operation of any law or rule of law (other than Section 7121 of the Internal 
Revenue Code of 1954, relating to closing agreements, and other than Section 
7122 of such Code, relating to compromises), refund or credit of such overpay- 
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ment, may, nevertheless, be made or allowed if claim therefor is filed within 
six months from such date. No interest shall be paid on any overpayment result- 
ing from the application of the amendments made by subsection (a).” 





Tue NEw YorK COMMUNITY TRUST, 
New York, N. Y., February 27, 1958. 
Hon. Harry F. Byrp, 
Senate Office Building, 
Washington, D. C. 

Dear SENATOR Byrp: The Finance Committee, I am informed, is likely to 
hold hearings on the Technical Amendments Act (H. R. 8381) about which I took 
the liberty of writing you on February 11. I earnestly hope the committee may 
be willing to have either an oral or written statement submitted for its con- 
sideration in support of the proposal that H. R. 8381 should include the substance 
of a bill introduced by Senator Humphrey (8S. 1349) and referred to the Finance 
Committee, for the purpose of correcting an inequitable provision of section 
170 (b) (1) (A) of the Internal Revenue Avt of 1954. Senator Humphrey’s bill 
is described in the enclosure. 

In the event that testimony should be taken by the committee with respect 
to H. R. 8381, it would be greatly appreciated, if, either by appearance or by 
memorandum, a statement might be put before the committee relative to its 
inclusion of the substance of S. 1349 in the Technical Amendments Act. For 
any assurance you might deem it possible and proper to give, I would be warmly 
thankful. 


Sincerely yours, 
RALPH HAYES. 


FEBRUARY 11, 1958. 
Hon. Harry F.. Byrp, 
Senate Office Building, 
Washington, D.C. 

Dear SENATOR Bykp: In late January the House passed and sent to the Senate 
a bill entitled “Technical Amendments Act” and described by the New York 
Times as one “designed to deal with loopholes, errors, and unintended hardships 
in the Federal revenue laws.’ Senator Hubert Humphrey introduced in the 
previous session of the present Congress S. 1349 which is pending before the 
Finance Committee and which is described in the attached memorandum. I 
believe it will be found that the substance of S. 1349 does eliminate an inequitable 
provision that is now a part of section 170 (b) (1) (A) of the Internal Revenue 
Act of 1954. 

You were kind enough to write me regarding this bill on April 9, 1957. Senator 
Humphrey wrote on January 17, 1958, that “You can be sure I will continue to 
work for action by Congress on my bill, 8, 1349.” 

I am well aware that many applications and proposals must be coming in to 
your committee with reference to revenue legislation but I venture to believe that 
you will find S. 1349 is designed to serve the very purposes the Technical Amend- 
ments Act would further and I most earnestly hope that you and your associates 
on the Finance Committee may be disposed to incorporate the substance of 8. 1349 
as an amendment to the Technical Amendments Act. 

With great respect, believe me 

Sincerely yours, 
RawtpH Hayes, Director. 





MEMORANDUM SUBMITTED BY THE NEw YorK CoMMUNITY Trust RE CHARITABLE 
CONTRIBUTIONS—SECTION 170 (8B) (1) (A) OF THE INTERNAL REVENUE CODE 
oF 1954 

. INTRODUCTION 


The Congress has for many years recognized that, as a matter of continuing 
public policy, donors should be accorded certain tax benefits on account of their 
contributions to charitable and eleemosynary purposes and organizations. Ina 
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degree unknown elsewhere or heretofore, the United States may boast of notable 
support of charitable organizations from private sources. It becomes increas- 
ingly urgent to encourage and stimulate such aid as the need of funds for health, 
education, research, and other purposes» becomes enormously and critically 
enlarged. 

The revision of the Federal income tax laws in 1954 by H. R. 8300 (the Internal 
Revenue Code of 1954) affirmed the national importance of charitable gifts by 
individuals and, generally speaking expanded the tax benefits arising from gifts 
to churches, recognized educational organizations and hospitals. Since 1954 
additional tax benefits have been granted to individuals for gifts to medical 
research organizations. 

This memorandum is designed to call the attention of the Subcommittee on 
Internal Revenue Taxation of the Committee on Ways and Means of the House 
of Representatives to an inequitable discrimination resulting from the failure 
of the 1954 code to extend commensurately additional tax benefits to gifts made 
to and through community trusts when the donors of such gifts nominate churches, 
schools, and hospitals as beneficiaries and when such gifts are in fact paid to 
such beneficiaries by such community trusts. 


SECTION 170 (B) (1) (A), INTERNAL REVENUE CODE OF 1954 


Prior to the enactment of the Internal Revenue Code of 1954, individuals were 
permitted to deduct charitable contributions not in excess of 20 percent of 
adjusted gross income. Section 170 (b) (1) (A) of the Internal Revenue Code 
of 1954 provided an additional deduction, not to exceed 10 percent of adjusted 
gross income, for contributions to a church or a convention or association of 
churches, an educational organization, or a hospital. Qualified educational or- 
ganizations and hospitals are defined in sections 503 (b) (2) and 508 (b) (5). 
In 1956, the Congress, by Public Law 1022, 84th Congress, 2d session, broadened 
section 170 (b) (1) (A) to include gifts to certain medical research organizations. 

The Internal Revenue Service in its proposed regulations interprets the In- 
ternal Revenue Code of 1954 to mean that a contribution made to a com- 
munity trust, community chest, or other organization referred to in section 
170 (c), which in turn makes the contribution available to a church, school, 
or hospital, will not qualify under the 10 percent limitation. Thus, under the 
1954 code, a donation through a community trust does not qualify for the ad- 
ditional 10 percent allowance even though (1) specific churches, schools, or 
hospitals are nominated by the donor as recipients and (2) payment to such 
designated recipients is effected by the community trust within the year of the 
gift. This interpretation imposes a hardship on individuals who select their 
local community trust as a_ vehicle for distributing their charitable 
contributions. 

THE NATURE OF COMMUNITY TRUSTS 


Individual donors of charitable gifts have come to recognize, over the years, 
that social benefits and efficiencies are obtainable from making philanthropic 
contributions through established and responsible agencies whose function is 
the effective management, disbursement, and followup of such charitable funds. 
Community trusts have developed in the United States as recognized mechan- 
isms for the administration and consummation of the charitable purposes of 
individuals. 

Community trusts have been established and are operative in more than 80 
localities of widely varying sizes located in 28 States. Their aggregate re- 
sources have grown as follows: $12 million in 1925; $40,818,000 in 1935; $67,- 
041,000 in 1945, $141,276,000 in 1955; and $158,573,803 at the beginning of this 
year. Though they were affectionately termed “poor men’s foundations” by 
the late Frederick P. Keppel, president of the Carnegie Corp., they are cur- 
rently managing more than 1,300 funds, averaging slightly over $120,000 and 
the development of these organizations in number and size has been continuous 
and impressive. The New York Community Trust is comprised of 115 funds 
having a market value of approximately $27,729,942 and has disbursed ap- 
preciably over $16 million. Distributions were made last year to 448 agencies in 
108 cities in 30 States and 5 foreign countries. 
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A community trust, allowing for local variations, usually has the following 
characteristics: (1) it consists not of one fund but of many; (2) its “founders” 
may be as numerous as its funds (or much more so when many persons con- 
tribute to one fund); (3) the fiscal administration of the funds held is de- 
centralized among various corporate trustees, the trustees of each fund being 
selected by the founder thereof; (4) a founder may limit disbursements to in- 
come or may direct that principal also be expended at any rate of speed he 
indicates; (5) the philanthropic allocation of all funds is supervised by a 
eentral distribution committee designated, as to a minority, by the associated 
trustee-banks and, as to a majority, by holders of positions of public trust— 
namely, in the case of the New York Community Trust, by the senior judge of 
the United States Court of Appeals, the mayor of New York and the presidents 
of the association of the bar, Academy of Medicine, chamber of commerce and 
Brooklyn Institute of Arts and Sciences; and (6) the founder of any fund 
dedicates it—permissively—to any specific charitable purpose, or agency and— 
necessarily—to broader and basic charitable uses, with instructions to the 
distribution committee to carry out the more detailed application as long qs 
practicable but to exercise remedial discretion, in the unlikely event that 
literal adherence to an originally expressed purpose becomes impossible or un- 
feasible in unforeseen future conditions. 

Following is the procedure by which a unit-fund in the New York Com- 
munity Trust is created: a founder (1) chooses any eligible bank or trust 
company as the trustee of his contemplated fund; (2) entrusts the fund by 
will or deed of trust to that trustee-bank for administration under the terms of 
a published and officially recorded Resolution and Declaration of Trust; (3) 
gives the fund a name, instructs the trustee regarding investment policy, in- 
dicates whether the fund should be permanent or not and whether income 
only, or income and principal, shall be expended; (4) nominates (in supple- 
mentation of the fundamental charitable objectives to which all funds are 
dedicated) the specific institutions or uses he wishes to benefit; (5) divides the 
administrative responsibility so as to leave custodial and investment duties 
to the trustee and disbursement tasks to the distribution committee—with 
authorization to the latter to exercise corrective discretion if unforeseen future 
conditions should so require. 

A community trust ordinarily declines to accept a rigid and mandatory di- 
rection to pay, and continue paying, to a particular organization without pro- 
vision for future review and appraisal. It does accept a donor’s specific 
expressions of desire when these are coupled with a grant of discretionary 
authority sufficient to prevent a possible future miscarriage of funds. In 
actual practice this discretion is exercised with the most extreme rarity. In 
any event, this aspect has no relevancy in connection with the amendment 
herein proposed, which relates solely to instances in which (1) the donor has 
specifically nominated the ultimate beneficiary institutions and (2) actual 
payment has been made thereto in the taxable year of the grantor during which 
the gift to the community trust is made. 

The descriptive references in this memorandum are taken from the opera- 
tions and organization of the New York Community Trust and the represen- 
tations herein are presented solely on its behalf. While there are local 

variations in the procedures of community trusts, there is an underlying sim- 
ilarity among the generality of them. 

The concrete citation of the workings of a single fund will be informative 
to the subcommittee. The founder concerned makes contributions into his 
fund, usually at annual intervals. These donations are irrevocable and can 
in no event be employed for other than public charitable uses. Payments from 
this fund are consequently made in varying amounts to a diverse list of char- 
itable agencies. These payments are in accord with the expressed desires of 
the founder. They are authorized by the distribution committee and disbursed 
by the trustee. In the last calendar year the payments from the fund included: 
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New York League for the Hard of Hearing__._....--._.-.--.---------. $25 
National Foundation for Infantile Paralysis__............._-.--- ~~~... 100 
Federation of Jewish Philanthropies of New York_ _-.--------------- 4, 000 
American National Red Cross, New York Chapter___-_--------------.- 250 
Smpeticnn Red Cross; BMineola, N. Ninn< a. ec wccincn. scmmenedinneb= 25 

Galnebion” Amis atk oa ih nian bie il ac eceeeeoees 25 
Colidred’s Ast Reet x tseiscncciniabititacssnbtiediudk dates 25 
Boy Scouts of America, Greater New York Councils_______-_-_-_--------~~ 50 
United Neero Colleses Fume. ines isi cit ite tune ceasdaes 25 
American Cancer Society, New York Committee___________------------ 500 
Now. ‘Mork: Beast: AasotC ations te ie i 5, 200 
Monmouth Memorial Hospital Association, Long Branch, N. J.--- 25 
Gensel) Univewiitey. Tihaes: Nil oo. 3a a dageiarc cnaiackieeecen 10, 000 
Rela: RD  RROUI OY soos haictesaaia a ends dnciese tnt eked Uae 5, 000 
Memorial Center for Cancer and Allied Diseases *__...____.--_--__-_-_-_- 5, 000 
Now-York Association for the Blinds. ad wesc cn dls sew 1, 000 
Spnenee)s: Matai ai i he oe ee ees Dee Tele ten Eee 2, 000 
Greater Hartford Community Chest, Hartford, Conn__..._--_________-__ 1, 000 
Girl Seout Council, Westbury, Long Island... 4... ~~... 25 
New York League for the Hard of Hearing._~.._.__-_.________._____. 50 
Gist: Scout: Council of Greater New: Yorlice 1c 3. sci ti eens eed 75 
United :-Binanites! Pend of Now Towrlt..n.. 2scini cdiicceneckiccnen 300 
OR Oe Cit wind Wows Wiis st he a, Sic eet ined 25 
Boy Scouts of America, Nassau County Council______-_---------_-__--_ 100 
Muscular Dystrophy Association of America__....._-_________-_____ 500 
U. S. Naval Hospital, St. Albans, Long Island *7_.-..-._-_-_-_-___-__-_- 100 
‘The: feeling Bye; Ine., Morristown, Ni Jeo sccesccn kn clin tees 25 
New York University-Bellevue Medical Center *_....._-_-__--__-_____ 250 


1 Believed to be such organizations as are referred to in sec. 170 (b) (1) (A), Internal 
Revenue Code of 1954, relating to additional deduction not exceeding 10 percent of 
adjusted gross income. 

The public nature of the community trust brings about the distribution and 
application of charitable gifts in a way conforming to the desires of individual 
founders and at the same time in a manner consistent with the needs of the social 
community as a whole. Because community trusts now occupy such a distinc- 
tive and serviceable position as vehicles for charitable giving, donors of gifts 
actually paid through such trusts to qualifying churches, educational organi- 
zations, hospitals and medical research agencies nominated by such donors should 
be entitled to the same tax treatment accorded donors of direct gifts to such 
organizations, 


THE INEQUITY OF DENYING THE ADDITIONAL 10-PERCENT DEDUCTION TO DONORS OF 
GIFTS ACTUALLY PAID THROUGH COMMUNITY TRUSTS TO QUALIFYING CHURCHES, 
HOSPITALS, AND EDUCATIONAL INSTITUTIONS NOMINATED BY INDIVIDUAL DONORS 


Where an individual transfers property to a community trust and nominates a 
qualifying church, school, or hospital as the beneficiary and payment is actually 
made to the beneficiary so nominated, it is unjust to deny the extra 10-percent 
deduction to the grantor. This is so since the donor of a direct gift to such a 
qualifying beneficiary is currently eligible to receive the 10-percent additional 
deduction. The present law results in discriminatory hardship to grantors who 
select this recognized means of making charitable gifts through a community 
trust, to and for the same qualified recipients now mentioned in the law. The 
denial of the additional 10-percent deductions has a tendency to discourage 
charitable gifts which the Congress has otherwise recognized should be fostered. 

This situation could be rectified by clarifying section 170 (b) (1) (A) of the 
Internal Revenue Code of 1954. An amendment of substantially the following 
character would eliminate the current discrimination against gifts made and paid, 
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through community trusts, to nominated and qualifying churches, hospitals, and 
educational institutions: 

“Sec. —. Section 170 (b) (1) (A) (relating to the additional 10-percent 
deduction for charitable contributions, is amended to read as follows: 

“*(b) Limitations.— 

“*(1) InprvipvaAts.—In the case of an individual the deduction provided in 
subsection (a) shall be limited as provided in subparagraphs (A), (B), (C), 
and (D). 

“*(A) SpecrAL RULE.—Any charitable contribution to— 

“*(i) a church or a convention or association of churches. 
“ *(ii) an educational organization referred to in section 503 (b) (2), 
“*(iii) a hospital referred to in section 508 (b) (5) or to a medical re- 
search organization (referred to in sec. 503 (b) (5)) directly engaged 
in the continuous active conduct of medical research in conjunction with a 
hospital, if during the calendar year in which the contribution is made such 
organization is committed to spend such contributions for such research 
before January 1 of the fifth calendar year which begins after the date such 
contribution is made, or 
“*(iv) a community trust exempt under section 501 (c) (3), if the con- 
tribution is irrevocable and if the donor nominates as the recipient of the 
contribution one or more of the organizations described in subparagraphs 
(i), (ii), and (iii) of section 170 (b) (1) (A), to the extent that such contri- 
bution is actually paid to and received by one or more of such organizations 
in the taxable year of the grantor during which the gift to the community 
trust was made, 
shall be allowed to the extent that the aggregate of such contributions does not 
exceed 10 percent of the taxpayer’s adjusted gross income computed without re- 
gard to any net operating loss carryback to the taxable year under section 172’.” 
Respectfully submitted. 
THe New YorK COMMUNITY TRUST, 
By Ratpu Hayes, Director. 


|) 


NOVEMBER 23, 1956. 





STATEMENT OF CARL C. BARE, CHAIRMAN OF THE NATIONAL LEGISLATIVE COMMITTEE 
OF THE FRATERNAL ORDER OF POLICE ON H. R. 8381 


Mr. CHAIRMAN AND MEMBERS OF THE CoMMITTEEF, The Fraternal Order of Police, 
representing policemen from all parts of the United States, respectfully requests 
your consideration of section 4 of H. R. 8881. This section would repeal section 
120 of the Internal Revenue Code of 1954, relating to statutory subsistence al- 
lowance received by policemen. We feel that this section should not be repealed. 

Prior to 1939 policemen were not required to pay income tax. The money 
saved thereby was considered a part of their salary. The required payment of 
income tax then actually reduced these salaries. Salaries and wages in private 
industry since that time have continued to increase considerably faster than 
those of policemen, until today we find ourselves in a very disadvantageous 
position incomewise. The small benefits that were made available to police 
officers under section 120 were very badly needed. 

It has been said that this section gives police officers an unfair tax advantage. 
We do not believe this to be true. Members of municipal and State police de- 
partments are in an entirely different category than any other worker, including 
other public employees. No one will deny that it is the responsibility of the Fed- 
eral Government to enforce Federal laws and protect Federal property. Mem- 
bers of local police departments spend a tremendous amount of time providing 
protection for Federal post offices, armories, banks, housing projects, and various 
other Federal property. They also spend a great deal of time enforcing Federal 
laws and apprehending and prosecuting violators. 

Arrests and prosecution for violations such as robberies of national banks, 
post offices, transporting stolen automobiles across State lines, larcenies from 
Federal property, and other Federal laws consume many hours. The Federal 
Government does not pay any part of the salaries of local and State police- 
ment, therefore the cost of these activities is borne by the State and local 
governments. By taking advantage of the provisions of section 120 these local 
governments can provide much needed additional compensation to their police- 
men without cost to them. The Federal Government in this Way assumes a 
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small part of an obligation which is rightfully theirs. Certainly this cannot 
be considered unfair tax treatment for policemen. It merely helps to bring 
the income of police more nearly in line with private industry. This is certainly 
necessary if we are to attract the responsible type of men we need in law 
enforcement. 

Repeal of section 120 would also take away benefits that members of some 
police departments have had for many years. Some departments, particularly 
State police, have provided a subsistence aliowance which was exempt from 
income tax under Treasury Department rulings. THe Michigan State police 
is a typical example. Repeal of section 120 would force them to pay income 
tax on this subsistence allowance and would, in effect, give them a reduction 
in pay. I do not believe that any member of this committee would want to see 
this happen. 

Policemen are also subject to other expenses which the average worker does 
not have and which cannot be considered business expense under Treasury 
Department rules. They must not only bear the expense of going to and from 
their regular station house or place of assignment, but must also spend a con- 
siderable amount for transportation, etc., in making necessary court appear- 
ances. Most police departments work 3 shifts of 8 hours each, Courts are 
in session only during the day shifts, therefore policemen who are working 
afternoons and nights, when most of the arrests are made, must appear in 
court in the daytime when they are off duty. They not only have this extra 
transportation expense, but very often cases are delayed or consume a great 
amount of time requiring them to buy lunches away from home, adding addi- 
tional expense. They also have to cover many special assignments which require 
traveling in addition to going to and from their regular stations. 

Most workers report regularly to their place of employment, work the shift 
required, and return to their homes. They are able to Carry lunches or are 
provided lunches at approximately cost in a company owned cafeteria. This 
keeps their cost of eating away from home at a minimum. Policemen cannot do 
this. The nature of their assignments prevents them from carrying their lunches 
and reduced rate cafeteries are not provided by their employers. All these 
things certainly indicate that a policeman has more expense in connection with 
his employment than the average worker. 

When we consider all the foregoing facts I believe it is evident that section 
120 does not provide an unfair tax advantage for policemen, but merely recog- 
nizes these additional expenses in connection with their employment. We 
believe it also recognizes the obligation of the Federal Government to assume 
a small part of the costs of enforcing Federal laws. We therefore respectfully 
urge you to give consideration to all these facts and recommend that section 
4 of H. R. 8381 be stricken from the bill. This will certainly be appreciated 
by all policemen and be a boost to good law enforcement. 


LAW OFFICES, 
Roserts & HoLiLanp, 
New York, N. Y., March 5, 1958. 
Mrs. ELIZABETH SPRINGER, 
Clerk, Senate Finance Committee, 
Washington, D. C. 

DeaR Mrs. SPRINGER: I am transmitting to you herewith two statements 
with respect to the provisions of H. R. 8381, which are respectfully submitted 
to the Senate Finance Committee. 

The first statement is addressed to section 14 of the bill, improvements on 
leased property. The second statement is addressed to section 25, denial of 
exemption to organizations engaged in prohibited transactions. 

Respectfully yours, 
WILLIAM C. WARREN. 


Re AMORTIZATION AND DEVELOPMENT OF LEASEHOLD Costs AND’ IMPROVEMENTS 
(Sec. 14) 


1. GENERAL COMMENTS WITH RESPECT TO SECTION 178 (A) 


Although the enactment of section 178 (a) may be necessary to allow the 
Treasury to deal with certain avoidance situations, it would seem that the 
application of its very severe rules shou]d be restricted to those cases where 
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taxpayers have taken advantage of artificially accelerated writeoffs of leasehold 
investments to avoid tax. At the same time, there seems to be no justification 
for applying section 178 (a) to cases where little, if any, tax avoidance potential 
exists. 

Section 178 (a) is bound to have an unsettling effect on the value of every 
leasehold to which it applies, or may apply. Potential investors will be loath 
to acquire leaseholds where the tax consequences of those investments are 
highly uncertain. Clearly, therefore, we should try to restrict the application 
of this section to those cases where real tax avoidance possibilities exist so as 
to minimize this effect on present values. 

For instance, where we have traditional long-term leases with physical im- 
provements thet have been in place for a number of years and where renewal 
terms were arrived at in the past in arm’s-length bargaining, tax avoidance has 
obviously not been an important factor in determining the terms of the lease. 
If section 178 (a) is applicable to these leases it will place an extremely 
heavy burden on investors who purchase or improve such leaseholds since it 
may well change the entire economics of every such investment. Congress clearly 
should not apply this provision to leaseholds where the terms of the original 
transaction were obviously not tailored with a tax avoidance motive in mind, 
when this would have the effect of reducing the values of these leaseholds by 
millions of dollars. 

It is submitted that section 178 (a) can be so modified that the rule in force 
under the present Treasury regulations will continue to apply to those cases 
where tax avoidance is not a significant possibility, while at the same time leav- 
ing the heavy burden of persuasion imposed on the taxpayer by section 178 (a) 
to apply to cases where tax avoidance is a significant possibility. In this manner 
Congress can effectively deal with the tax avoidance problem in this area and at 
the same time avoid radically reducing the value of many presently existing 
leaseholds. The approach taken should be similar to that which Congress has 
used in other areas, namely, that of providing clear benchmarks, by which cases 
which clearly do not involve avoidance possibilities can be put to one side, leaving 
a more rigorous statute to apply to cases where avoidance potential does exist. 
This has been done, for instance, in the case of the 3-year and 70-percent excep- 
tions in the collapsible corporation area (I. R. C. sec. 341 (d)), and in the case 
of the 80-percent test applied to corporate redemptions (I. R. C. see. 302 (b) 
(2) ). 

The exercise of caution in applying section 178 (a) to nonavoidance cases 
seems particularly justified if we recognize just how heavy a burden of per- 
suasion for the taxpayer this section in its present form actually writes into 
the law. This caution would seem further justified by the fact that section 
178 (a) adopts a rule that will frequently lead to substantial distortions of the 
taxpayer’s income and deductions over a period of years. 

The severity of the burden of persuasion that is being placed on the taxpayer, 
and the possibilities of distortion, can best be seen if we examine a single case. 
Assume that A pays $150,000 for a ground lease which has 21 years to run, and 
contains a further option to renew for 21 years. As is quite common, the renewal 
rent is at 5 percent of fair market value at the time of renewal. A is willing to 
pay $150,000 for the ground lease because the first term rentals are low in relation 
to the value of the land, and the lease is therefore valuable. A then constructs 
a building having a 25-year useful life. He is willing to put up the building 
because it is the only type of building which would be economic for the site and 
he feels that he will recover his capital and a sufficient return during the first 
term to justify his investment, even if he does not exercise his option to renew. 
Under section 178 (a), the burden will be on A to establish that it is more likely 

than not that he will not renew his lease. A would have difficulty meeting this 
burden, because of his building’s 25-year life and because the rent during the 
second term is a fair one. Thus, because of the small part of the building’s value 
that will remain to be used during the renewal term, which indicates, at least 
theoretically, that he will renew the lease, A would have to amortize his leasehold 
acquisition costs over both lease terms. This would be required despite the fact 
that the price paid for the leasehold was primarily attributable to its first term. 
Thus, under section 178 (a) he would have disproportionately high taxable 
income during the first term of the lease and, if he did renew, disproportionately 
lew taxable income thereafter. 

To avoid applying a set of rules that can give rise to such severe results to 
eases that plainly do not involve significant avoidance possibilities the following 
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limitations should be placed on the application of section 178 (a), if it is to be 
enacted. 

First, there would seem to be very little chance of avoidance if, at the time 
the lessee acquires or improves a leasehold the fair market value of the renewal 
term in question and succeeding renewal terms, taken together, is less than some 
minimum portion, perhaps 15 percent, of the value of the entire leasehold. In 
any such case, the vagaries of the economic situation being what they are, par- 
ticularly when one is trying to peer 20 or 30 years into the future, it does not 
seem reasonable to require a taxpayer to operate for tax purposes on the assump- 
tion that he will renew his lease. In this group of cases he should be allowed, 
in the absence of unusual factors, to operate on the more conservative assump- 
tion, and write off the full cost of the leasehold over its first term, unless it 
becomes reasonably certain that the option to renew will be exercised. Where 
substantial improvements are made in the property from time to time during 
the lease term, the determination of the value of the subsequent renewal terms 
could be made as each such improvement was made. If the value of the re- 
newal terms was more than this minimum percentage at the time a substantial 
improvement was made, then the lessee would have to establish that it was 
more probable than not that he would not renew his lease for a particular renewal 
term before he could ignore that term in writing off the improvement. 

Second, where there is a comparatively long-term lease, such as the 21-year 
leases which are widely used in connection with commercial properties in large 
cities, it would seem possible to put aside the rules of section 178 (a), without 
significant avoidance possibilities in the following types of cases. First, if when 
a particular term of the lease commences the following conditions are present, 
section 178 (a) should not be applicable: (1) the useful life of the improve- 
ments during the next succeeding renewal term is not more than 50 percent of 
the length of the current term; and (2) the next renewal term is at least twice 
the length of the expected useful life of the improvement during that term. 
Thus, if he current term of the lease was for 21 years, the useful life of the 
improvements 30 years, and the renewal term 21 years, section 178 (a) would be 
inapplicable, and only the “reasonably certain” test of the present regulations 
would apply. However, if the useful life of the building was 35 years or the 
second term of the lease was only 15 years, section 178 (a) would apply. If, 
thereafter, the lessee made an improvement which was substantial in relation 
to the total value of the leasehold, then this test could be reapplied at the time 
the improvement was made, to determine whether section 178 (a), or the “reason- 
ably certain” test of present law was to be applied. If the lessee then sold to 
another investor, that investor would, in effect, step into the shoes of his prede- 
eessor for purposes of this test. If the threshold met the test outlined above 
at the beginning of the lease term, and no subsequent substantial improvements 
had since been made, then section 178 (a) would remain inapplicable to the 
purchaser. If on the other hand substantial improvements had been made dur- 
ing the current term, and if at that time the lease did not meet the conditions of 
this exception to section 178 (a), then the current lessee would also be fully 
subject to section 178 (a). On the other hand, if when the prior lessee made 
his improvement the lease met the requirements of this exception, section 178 
(a) would continue to be inapplicable to the leasehold until the current lessee 
made an improvement which was substantial in relation to the total value of 
the leasehold. 

This test alone would serve to screen out and protect from the rigors of section 
178 (a) a vast number of traditional long-term lease, negotiated without thought 
of future tax-avoidance potential. It would on the other hand protect the 
Treasury’s interest in those cases where substantial improvements have altered 
the economic character of the leasehold. 

Of course, in every one of these cases, the Treasury would still have at hand 
as additional protection the reasonably certain rule of present law, and the 
related case law. 

The determination as to whether or not either of the two foregoing exceptions 
applied to a particular leasehold, would, of course, be made on the basis of the 
facts existing when the leasehold was acquired or when a major improvement 
was made, and not on the basis of facts which developed during later years. 
If 1 of these 2 exceptions was applicable at that time, then the leasehold 
in question would in effect be marked as standing outside the scope of section 
178 (a), and would thereafter be subject only to the reasonably certain rule 
of the present regulations. Once the Treasury was sure that a case fell within 
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1 of these 2 exceptions to section 178 (a), and was therefore unlikely to involve a 
significant avoidance potential, it would seem that the taxpayer should then 
be allowed to proceed to write off his leasehold investment over the current 
lease term, unless thereafter he made a substantial improvement in the property 
or unless major changes in his situation thereafter made it reasonably certain 
that he would renew his lease. 


2. EFFECTIVE DATES 


The bill in its present form would be inapplicable to improvements made or 
which were contracted for prior to December 31, 1956. It would seem to be 
equitable to treat leasehold acquisition costs which were incurred prior to 
December 31, 1956, or pursuant to a binding contract entered into before that 
date, in the same manner. A taxpayer who purchases a leasehold is frequently 
simply stepping into the shoes of a prior lessee who actually improved the 
property. Because the economic position of the two taxpayers is the same, it 
would seem only equitable to treat them in the same manner under section 
178 (a). Of course, even in these cases the Treasury has in reserve the reason- 
ably certain test of the present regulations. 

If this step is not taken, it may lead to anachronous results in certain cases. 
For instance, if an investor both purchased a valuable ground lease and con- 
tracted to construct a building on the leased property before December 31, 1956, 
the bill in its present form would apply to the cost of the ground lease, but would 
not apply to the cost of the improvement. There would seem no justification 
for this divergence of result. 


3. DEPRECIATION OF PURCHASED LEASEHOLD IMPROVEMENTS 


Not infrequently a lessee who constructs a building on leased property will 
thereafter sell the leasehold, including the building, to an investor. The weight 
of present authority is that the purchaser in such cases may depreciate the part 
of his purchase price which represents his economic interest in the building (Cogar 
v. Comm’ r, 12 F. 2d 425 (6th Cir. 1930) ). However, the point has not been consid- 
ered by the courts squarely for some years, and there is one recent Tax Court 
decision, David Dab (28 T. C. No. 108 (1957) ), which implies that a purchasing 
lessee is only entitled to amortize his leasehold costs over the term of his lease, 
and may not take depreciation. 

Up to the present this question of whether a purchasing lessee may depreciate 
or amortize the part of his leasehold cost attributable to his economic interest in 
leasehold improvements has not been too important. Purchasing lessees amor- 
tized their costs over the first term of their leases and were therefore not too 
concerned about the fact that they did not obtain depreciation. 

However, this problem will become much more important if section 178 (a) 
becomes law. This can be best illustrated with a single case. Assume that A 
leases land at a fair rental and puts up a $1 million building on the property. 
The lease is for 25 years with a renewal term of 25 years, and the building has a 
40-year useful life. Shortly thereafter, he sells the leasehold and the building to 
B for $1,100,000. B has obviously paid at least $1 million for the building. Let 
us assume that it would be found to be more probable than not that B will renew 
his lease. If B is only entitled to amortize his investment, he will have to 
amortize his $1,100,000 over a period of 50 years, even though the building has 
a useful life of but 40 years. It seems only right that B should be able to write 
off his investment in the building which he has purchased over its real economic 
expectancy—40 years. Moreover, since B is in a very real sense the economic 
owner of the building, B should be entitled to take depreciation on the building 
rather than simply amortize his investment. This will allow him to make use 
of the 150 percent declining balance method of computing depreciation, as he 
would have been able to do had he purchased a building erected on a fee. 

It would be highly desirable that B’s right to depreciate his economic interest 
in the building be specifically recognized by the code. If this is not feasible, 
then it would be highly desirable that this result be recognized as correct in the 
committee reports. 

WILLIAM C. WARREN. 


Marcu 4, 1958. 
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Re INVESTMENT BY PENSION AND PROFIT SHARING TRUSTS IN EMPLOYER 
DEBENTURES (SEc. 25) 


The Internal Revenue Code of 1954 extended to exempt employee trusts the 
“prohibited transaction” limitations which had theretofore been applicable to 
many eleemosynary organizations. The term “prohibited transaction” is defined 
in section 503 (c) (1) to include the lending of income or corpus to the employer 
corporation “without the receipts of adequate security and a reasonable rate of 
interest.” The purpose of this provision is to preclude non-arm’s-length dealings 
between an exempt entity and a taxpayer which may be in a position to derive 
substantial benefits from such dealings (S. Rept. 2375, 8ist Cong., 2d sess. at pp. 
36 and 37 (1950) ; H. Rept. 2319, 81st Cong., 2d sess. at p. 42 (1950). 

The legislative history of the “prohibited transaction” provisions does not 
indicate whether the “adequate security” requirements aflirmatively requires 
security in every case, or whether on the other hand security is required only in 
those situations where it would have been demanded by an outside lender dealing 
at arm’s length with the borrower. While the latter interpretation would have 
effectuated the expressed legislative intent and the policy of the provision, the 
Treasury Department has taken the narrower position that security is required 
in every case. 

Unsecured loans between employee trusts and employer corporations had not 
been uncommon, as was recognized by the report of this committee accompanying 
H. R. 83800 (S. Rept. 1622, 88d Cong., 2d sess. at p. 58 (1954)). The making of 
such loans can be highly salutary to both parties if the arrangement is fair and 
if no overreaching is present. It is obvious that unsecured loans may be fair or 
unfair—just as secured loans may be fair or unfair. There would not appear to 
be a sufficient correlation between security and fairness to justify lack of secur- 
ity as an independent criterion of a prohibited transaction. 

The stringent interpretation of section 503 (c) (1) adopted by the Treasury 
Department would be ameliorated by section 25 of H. R. 8381. This provision 
would amend section 503 by adding a new subsection “(h)” providing special 
rules for determining when a loan from a section 401 (a) trust to an employer 
corporation is made without adequate security. 

Under this proposed provision, all unsecured obligations held by an employees’ 
trust would be required to meet conditions establishing an arm’s-length purchase 
price ; diversification of holdings of particular issues of debentures among persons 
independent of the employer; and diversification of trust investments. These 
conditions, Which would represent objective criteria of the fairness of an invest- 
ment, appear sound and proper. 

As to unsecured obligations of an employer acquired after November 8 
1956, the following additional condition would be required to be met: 

“(4) * * * such obligation is issued pursuant to an indenture or other writ- 
ten agreement which provides that, if the issuer mortgages (or otherwise sub- 
jects to lien) substantially all of its property after the issuance of such obliga- 
tion, such obligation will be secured by a preference no less adequate than that 
afforded by such mortgage (or lien).” 

Indenture provisions of this type are known as negative pledge clauses and 
in appropriate circumstances may furnish a substantial degree of protection to 
debenture holderrs. The inclusion of a negative pledge clause in an indenture 
is not, however, the sine qua non of protection for unsecured creditors; and 
in many cases may afford far less protection to the lender than other more 
appropriate provisions and covenants drawn in the context of the particular 
business exigencies. 

Thus, for example, a negative pledge clause would be almost meaningless if 
applied to a corporation in the financing business. Similarly, a negative pledge 
clause would be without substance in the case of a personal service corporation, 
such as an insurance agency, since the mortgaging of its office equipment would 
be neither a likely nor a consequential eventuality. A negative pledge clause 
would be inappropriate and burdensome in the case of debentures issued by a 
corporation in the real-estate business. Persons in the real-estate business 
generally view real-estate investments in terms of equity values, and the nor- 
mally prudent conduct of their business frequently involves the mortgaging, 
at least seriatim, of substantially all of their properties. The requirement of 
a negative pledge clause would also be extremely burdensome to some com- 
mon carriers, such as airlines, which frequently subject substantially all of 
their assets to lien in connection with chattel mortgagee or equipment trust 
financing. 
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In situations where negative pledge clauses are inappropriate or burdensome, 
many other types of indenture provisions are available for the full and adequate 
protection of debenture holders. Such provisions might, for example, consist of: 

(a) Antimerger covenants ; 

(b) Covenants restricting dividends and stock redemptions ; 

(c) Covenants restricting other unsecured borrowings; or 

(d@) Covenants requiring the maintenance of specified asset ratios. 

It would not appear feasible to require particular indenture covenants of 
the foregoing types under section 503 (h), because of the wide diversity of 
business circumstances under which unsecured loans might be made. How- 
ever, precisely the same considerations, arising out of lack of predictability of 
business circumstances, would appear to militate against mandatory inclusion 
of a negative pledge clause in all indentures which are to qualify under sec- 
tion 503. 

It is respectfully submitted that the requirements of proposed sections 503 
(h) (1), (2), and (3), providing for both arm’s-length dealing and diversifica- 
tion, amply guarantee the fairness of unsecured loan transactions between an 
employer corporation and an employee trust. Thus, proposed section 503 (h) 
(4), in addition to affecting different types of businesses differently and there- 
fore inequitably, appears to be wholly unnecessary. 

That the business judgment and legal considerations which enter into the 
formulation of a bond indenture should be required to give way to a fixed 
requirement of a negative pledge clause, appears difficult to justify as a matter 
of tax policy. This is particularly true in light of the fact that an employee 
trust is free to invest in the stock of the employer corporation—an investment 
practice which has long been approved in proper cases by the Treasury De- 
partment, and one which generally serves the highly salutary purpose of supple- 
menting the basic incentive features of a deferred-compensation plan. It seems 
rather incongruous to subject debentures purchased on the open market to the 
requirement of a negative pledge clause, and at the same time to permit pur- 
chases of common and preferred stock of the employer corporation. 

It is accordingly submitted that this committee should recommend that 
section 503 (h) (4) be deleted from H. R. 8381, and ‘hat the provision as so 
amended be enacted. 

Respectfully submitted. 

WiLtiAM C. WARREN. 


Fesrvuary 26, 1958. 





BANGOR & AROOSTOOK RATLROAD Co., 
EXECUTIVE DEPARTMENT, 
Bangor, Maine, February 5, 1958, 
Hon. MARGARET CHASE SMITH, 
United States Senate, 
Washington, D. C. 

Dear Mrs. Smitu: Further to our correspondence regarding the railroad situ- 
ation and the recent hearings, the chances that the major portion of thhe pro- 
gram requested by the industry will be adopted at this session of the Congress 
now seems somewhat remote. As to certain important phases of that program, 
however, the legislative outlook seems decidedly bright, and it is with respect 
to one such aspect, of very real significance to the Bangor & Aroostook that I 
write to enlist your aid. The legislation in question is a tax measure and was 
passed by the House on Tuesday, January 28, 1958, as section 81 of H. R. 8381, 
the Technical Amendments Act of 1958. 

Section 81 represents a compromise solution to an involved problem which 
has long been in issue between the industry and the Justice and Treasury De- 
partments, with piecemeal solutions being slowly ground out by the courts. 
To resolve the entire matter, the industry and the two executive departments 
concerned have reached a compromise agreement upon a legislative solution 
of the entire matter. Section 82 was similarly added to apply like treatment 
prospectively to certain other roads and is regarded by Treasury representatives 
as in integral part of the legislation. 

Unhappily, the public utility industry, or at least the Consolidated Edison 
Company of New York, felt that this legisaltive compromise should extend 
to it as well as the railroads. Although the railroad industry, of course, had 
no objection, the Treasury Department has never been convinced of the justice 
of the utilities’ case and has opposed their inclusion in the measure with the 
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utmost vigor. Only this month did the House Committee on Ways and Means, 
at Treasury insistence, vote the measure out properly limited to the railroad 
industry. The bill (H. R. 8381) is now before the Senate Finance Committee, 
and I sincerely trust that any efforts which the utility industry may make to be 
included within the terms of section 81 will be resisted by that body since 
informed quarters advise that a Presidential veto may be expected if the Treas- 
ury’s strongly held views on this matter are ignored. The Treasury Department 
will also oppose any attempt within the railroad industry to alter the language 
substantially or restrict the scope of the present measure. f, for example, 
section 82 were eliminated, Treasury would oppose section 81. 

In this connection I am advised that the Boston & Maine, while not directly 
affected by the proposed legislation, has sought and may again seek in the 
Senate to secure an amendment which is not acceptable to the Treasury De- 
partment. Boston & Maine, unlike most railroads, still follows the retirement 
method of accounting for income-tax purpose. It now, takes the position that 
the legislation is unfavorable to it since it will authorize the commissioner to im- 
pose a condition, presently precluded by judicial decision, if and when it elects 
to change from retirement to percentage depreciation accounting. Such a re- 
quest for legislative immunity from the remote consequences of some futuré 
contingency seems out of line with sound legislative practice. In any event, it 
should not be allowed to jeopardize the interests of the vast majority of rail- 
roads (including this company) which presently need the relief under the com- 
promise measure which has been developed through extensive conferences with 
representatives of the Treasury Department, Internal Revenue Service, and the 
joint committee staff. Chairman Mills of the Ways and Means Committee ably 
pointed out on the House floor that the present proposal would not affect a 
company such as Boston & Maine. (See Congressional Record for Tuesday, 
January 28, 1958, at pp. 1051-1052. 

I have purposely refrained from a detailed @xposition of this complex meas- 
ure since it was described at length publicly before the Smathers’ subcom- 
mittee on January 17, 1958, in the testimony of Cedric A. Major, president of 
Lehigh Valley Railroad Co., in public testimony last spring at hearings before 
Representative Mills’ Ways and Means Subcommittee on Internal Revenue Tax- 
ation and in the floor statement of Chairman Mills of the House Committee on 
Ways and Means, in the Congressional Record on Tuesday, January 28, 1958, at 
pages 1051-1052. If, however, you should desire to have the matter explained 
at greater length, please do not hesitate to let me know. 

Section 81 would be highly beneficial to my road and to the railroad indus- 
try generally. The Treasury and Justice Departments are both satisfied that 
the legislation represents a fair and equitable solution to a difficult and in- 
volved problem. May I now enlist your aid in securing enactment of this legis- 
lation without crippling amendments? 

Very sincerely yours, 
GORDON ROBERTSON 


NorFOLK, VA., March 4, 1958. 
Hon. Harry F. Byrp, 


Chairman, Senate Finance Committee, 
Senate Office Building, Washington, D. C. 


On behalf of the police officers of Commodore Lodge No. 3, Fraternal Order of 
Police, Norfolk, Va., we humbly request that you reject section 4 of H. R. 
838. We were certainly relieved that you have reconsidered and will run again 
for the Senate. 

With best regards for your continued good health, I remain, 

Sgt. Rospert E. Kowatsky, 
Secretary, Commodore Lodge, No. 8. 


GARLAND & GARLAND, 
ATTORNEYS AT LAw, 


Gastonia, N. C., March 6, 1958. 
Hon. SAM J. ERvInN, Jr., 


United States Senate, Washington, D. C. 


Deak Sir: I am writing to you in behalf of the entire police force of the city 
of Gastonia, N. C., in regard to the proposed repeal of section 120 of the Internal 
Revenue Code of 1954. The bill in particular is referred to as the Mills bill 
which is now before the Senate Finance Committee. Please allow me to explain 
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the situation which has developed because of section 120. May I preface my 
remarks with this known fact that in order to take advantage of any tax law 
a situation must have existed at the time of or during the year, and a subse- 
quent status only applies to a subsequent year. 

In 1954 the city of Gastonia was considering a pay raise to its policemen. The 
Internal Revenue Code of 1954 offered them an opportunity to give them this 
pay raise without an increase in the city budget, said pay raise resulting from 
the proper use of section 120. These policemen have been under section 120 
since November of 1954. A repeal of section 120 as it now stands with the 
provision making it retroactive to December 31, 1956, would mean that these 
men have been receiving more money in their pay than they should for the last 
14 months, the reason for the excess amount being attributed to insufficient 
withholding of taxes because of section 120. Surely equity alone should de- 
mand that if this law is repealed, it should be repealed as of the present time 
and certainly not be retroactive. 

The Revenue Service contends that section 120 should be retroactive to De- 
cember 31, 1956, as that is the date at which they first began to question the use 
of section 120; and, therefore, it is not a hardship to date it back to that date. 
Let me paraphrase their statement in this way. What the Revenue Service said 
was, in effect, that they are boss of this country, a virtual dictator of our fi- 
nances, and that the moment they begin to have any qualms or questions about 
interpretation of laws, then that moment you become absolutely liable to them 
for any subsequent changes in that law. Surely that grates on you as it grates 
on me and on every other free-thinking American. 

The Revenue Service in 1954 issued regulations regarding this section 120, 
which if followed, would have completely repealed section 120 by Treasury regu- 
lations. I voted for my Congressman and I respect the laws of Congress. I did 
not vote for the Treasury Department and I do not intend to respect their 
opinion when it is in direct contrast with the laws of Congress. The courts of 
this country have held time and time again that Treasury regulations do not 
have the status of law and until they do, I will have the same opinion of such 
regulations. I am not alone in my opinion. Very recently the Federal courts 
_ struck down the Commissioner’s ruling as to section 120. Chief Judge John J. 
Parker of the Fourth Circuit Court of Appeals said on March 3, 1958, in a case 
concerning section 120, “I expect the Commissioner did not read the statute too 
closely.”” The word of such a great jurist should be honored. 

It is my understanding that the Ways and Means Committee wants to repeal 
the law because there is an attempted abuse of this law. There has been since 
time immortal an attempted abuse of every law on the books of any government. 
The fact that some wish to abuse is no reason for taking away the privileges of 
another. There are laws providing adequate means of redress against those 
who abuse a law. Let me put it this way. A policeman rides in a police car 
but I may not. It would be foolish to take away the policeman’s right to the 
police car simply because I do not have the right to ride in it. Yet, such is 
the Ways and Means Committee’s argument. 

The policemen who are not now under section 120 and who have never been 
under section 120 have, it is my belief, received their increased income by local 
appropriations; whether or not section 120 is repealed and/or retroactive will 
not injure them at all. But those who received their increased income in the 
form of exclusion offered under section 120 will now not only lose the amount of 
back taxes that they must pay but will also lose the pay raise that they might 
have gotten had it not been for section 120. Of course, the cities where such 
policemen are now facing such a dilemma could extend to them this lost income, 
but you and I both know that such a great expense of municipal funds would be 
out of the question. To give you a concrete example, section 120 involves a 
question of approximately $50,000 in taxes to the 54 policemen in Gastonia 
alone. Since we might presume that it also involves the loss of a pay raise 
that would have been equivalent to the tax benefit, the figure is now $100,000. 
No one would suggest that the city come forward with $100,000 to “make the 
policemen whole” or to return the policemen to the status quo had they not made 
the proper use of section 120. 

Section 120 was law—law passed by the Congress. The city of Gastonia relied 
on that law. The retroactive repeal would create a hardship upon those very 
people who had faith in the law as written. No one should be put in such an 
unpleasant position because they had faith in the law of the land. 

I therefore most sincerely ask that you exert your efforts to prevent the repeal 
of section 120 if at all possible; and if it is impossible to prevent the repeal of 
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section 120, then equity and a sense of fair play would demand that the repeal 
not be made retroactive. 


Very truly yours, 
Henry M. WHITESIDES. 





CoMMERCE & INDUSTRY ASSOCIATION OF NEW YORK, INC., 
New York, N. Y., March 4, 1958. 
Hon. Harry FLoop Byrp, 
Chairman, Senate Finance Committee, 
Senate Office Building, Washington, D. C. 

DeaR SENATOR Byrd: We deeply appreciate your letter acknowledging our 
communication of February 27, 1958, in which we stated our opposition to section 
14 (a) of H. R. 8381. 

There is another feature of the bill which we commend to your careful con- 
sideration. In many sections retrospective application of the changes are pro- 
vided. Where retroactive dates are provided with respect to removal of benefits 
to the taxpayer they should not be effective prior to date of enactment. 

A taxpayer should not be held to be bound by a change in tax consequences 
resulting from a change in law subsequent to a transaction. Otherwise, the busi- 
hessman would be put in the position of gambling on future tax enactments or 
alternatively would have to avoid transactions which he is advised may be 
treated differently taxwise than under current law. Neither the examination 
of the problem nor the preparation and introduction of a bill should be consti- 
tuted a notice to the taxpayer that he may be in trouble. 

Accordingly, Commerce & Industry Association urges that H. R. 8381 be 
amended so that in the case of the removal of beneficial provisions under the 
Internal Revenue Code of 1954, the provisions removing such benefits should be 
made applicable not earlier than to taxable years commencing on and after 
enactment. 

Sincerely, 
THOMAS JEFFERSON MILEY, 
Executive Vice President. 


UNITED STATES SENATE, 
COMMITTEE ON INTERSTATE AND FOREIGN COMMERCE, 
March 4, 1958. 
Hon. Harry F. Byrp, 
Chairman, Senate Finance Committee, 
United States Senate, Washington, D. C. 


DeAaR Mr. CHAIRMAN: Mr. Harley A. Watkins, a lawyer in Toledo, Ohio, has 
written to me several times within the last year about the technical amendments 
bill of 1958 on which your committee is now holding hearings. 
copies of the letters I have received from Mr. Watkins. 

You will note that Mr. Watkins is strongly opposed to the Treasury suggestion 
that interest deductions be disallowed to purchasers of insurance policies who 
finance them by special loans made for that purpose. I understand that the 
House Ways and Means Committee considered, but did not approve, the Treasury 
suggestion. I would appreciate your considering Mr. Watkins’ arguments in 
connection with the proposed amendment of the Treasury Department. 

Sincerely yours, 


Enclosed are 


JOHN W. BrRICKER. 


Torepo, Ou10, February 27, 1958. 
Senator Joun W. BrRICKER, 


Senate Office Building, 
Washington, D.C. 


DEAR SENATOR BRICKER: Last November I wrote you in connection with a 
proposal of the Treasury Department to disallow deductions of interest paid on 
loans to carry premiums on insurance policies. 

I see again since the Senate Finance Committee is holding hearings on the tech- 
nical amendments bill of 1958, commonly called the Mills bill, and that the Treas- 
ury has suggested “that interest deductions be disallowed to a purchaser of an 
insurance policy who buys it under a plan to have it largely carried by special 
loans made for that purpose.” 
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Interest paid for borrowed money ought to be a legitimate interest expense and 
deductible for income-tax purposes irrespective of what the purpose is, or all 
interest should be disallowed as a deduction. With respect to interest on loans 
that carry life-insurance policies, this is one of the few ways in which a self- 
employed individual, who cannot obtain group insurance, can acquire adequate 
insurance, since he cannot provide himself with any pension benefits or deferred 
income benefits such as are available to employees of associations, partnerships, 
and corporations. Except possibly where the loan is to pay the premium on a 
single premium policy of life insurance, there is no reasonable excuse to deny 
the deduction of the interest on an income-tax return. I will appreciate it very 
much if you will give this matter your sincerest consideration and see that the 
Treasury Department does not get away with its suggestion. Incidentally, I 
urge you also to support the Jenkins-Keough bill which will attempt to give self- 
employed individuals some of the advantages available to other segments of the 
economy. 

Sincerely yours, 
Hariey A. WATKINS. 


ToLepo, On10, November 11, 1957. 
Hon Joun W. BRICKER, 
Senate Office Building, 
Washington, D.C. 

Dear SENATOR: I see from the Wall Street Journal of November 6 in the tax 
report column on the first page that Secretary of the Treasury Anderson, is re- 
ported to attempt to present to Congress a recommendation to amend the Internal 
Revenue Code “to stop what it calls ‘abuse’ in the use of borrowed funds to carry 
life insurance.” I wrote you on this same subject during the last session of Con- 
gress, and while the subject was not considered by Congress at that time, it 
again appears that it will be requested to do so. 

It seems to me that if interest is to be deducted in computing net income that 
any legitimate interest. expense, and certainly an interest expense to carry life 
insurance so long as it is not the single premium policy is entitled to the deduction. 
With the high income-tax rate borrowing of part or all of the annual premium 
is in many instances the only way that an individual can adequately provide family 
insurance. This is particularly true in the case of all self-employed where they 
cannot obtain group insurance, and where they do not have the advantages of 
pension plans, stock-option plans and many other of the so-called fringe benefits 
available to employed individuals, particularly of corporations, partnerships and 
associations. 

I trust that when this matter comes before Congress, if it does, that you will be 
able to give it thorough consideration. 


Sincerely yours, 
Harvey A. WATKINS. 


Torepo, Onto, May 31, 1957. 
Hon. Joun W. Bricker, 
Senate Office Building, Washington, D.C. 

Dear Senator: I have information from several sources, including Research 
Institute, that it is proposed, as a part of the loophole closings, to provide that 
interest payments will not be deductible in cases where the interest charge is in- 
curred upon borrowings or indebtedness for the purpose of carrying a life-insur- 
ance endowment or annuity policy. It is proposed, according to my understand- 
ing, that this apply even to instances where the borrowing is for the purpose of 
earrying a substantial number of premiums secured by the cash value of the 
policy. 

While the above has been true in the past as to single premium annuity policies, 
it seems to me that it is a hardship to extend the rule to apply to the annual 
borrowings to pay the premium on a life-insurance policy. This is particularly 
true in the case of self-employed individuals for the reason that in view of the 
high income-tax rates it is practically impossible for the self-employed individual 
to have sufficient after-tax savings to carry an adequate amount of life insurance, 
the premiums on which he would have to pay out of after-tax savings. For this 
reason it has become quite prevalent for the self-employed individual to protect 
his family and estate by borrowing a substantial part or all of the premium 
money and secure it by a pledge of a policy and other assets. In fact, this is 
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practically the only method available to the self-employed individual, since he 
cannot qualify for any of the deferred compensation or retirement pension plans 
available under the Revenue Code. 

You will thus see that if the proposal is passed into law, it will be a terrific 
hardship on the self-employed individual. This leads me to the proposal which I 
wish to make. There has been pending before the Congress for several years the 
adoption of the Keogh-Jenkins bill, which would give self-employed individuals 
an opportunity to defer income tax on a part of their earnings by putting them 
into a voluntary pension program qualifying under the bill. Each time it seems 
the Government is so hard pressed for revenue that Congress has never seen fit 
to extend this equal opportunity to self-employed individuals. If the Congress 
is going to deprive the self-employed individual of his interest deduction on pre- 
mium borrowings, then it should not be done until the Keogh-Jenkins bill is 
passed. 

I call this to your attention in order that you will have the benefit of my views 
on this proposal, and so that you and your colleagues may keep in line the so- 
called loopholes closings. Some of the proposals do in fact close loopholes, but not 
every so-called loophole is a loophole, unless it be deemed that any deduction from 
gross income creates a loophole. I scarcely believe that any fair view can con- 
sider the interest deduction as an unwarranted escape from taxation. 

I would be glad if you could advise me what the status of the proposals, and 
whether it is dangerously close to being adopted without the Keogh-Jenkins bill 
being adopted also. For those who are familiar with the situation, this is an op- 
portunity to hit hard on adoption of the Keogh-Jenkins bill. 

Very truly yours, 
HARLEY A. WATKINS. 


BARNES MANUFACTURING Co., 
Mansfield, Ohio, February 28, 1958. 
Senator JoHN W. BRICKER, 
Senate Office Building, Washington, D.C. 

DEAR SENATOR BRICKER: I am writing you in connection with the Mills bill 
(H. R. 8381) which 1 understand was passed by the House on January 28 and 
is now before the Senate Finance Committee for consideration. 

My particular interest is in section 9, and I am writing you as a member of 
the board of trustees of Albion College. It is our belief that Albion College 
and all similar non-tax-supported schools and charities would be severely harmed 
if the provisions under the Mills bill are adopted. 

I have given this matter considerable thought and study. As you know, 
under the present Revenue Code of 1954 a person can make a gift to a 
charitable organization of securities for a specified length of time, and at the 
end of the period or at the death of the donor, have the securities go to desig- 
nated persons, usually members of the grantor’s family. This is of particular 
use to owners of closely held corporations, giving them some of the advantages 
held by owners of securities in publicly held corporations. 

The existing situation is of substantial benefit, both to charities and to in- 
dividual taxpayers. Trusts of this type permit taxpayers to make larger 
charitable contributions than would otherwise be possible. 

The taxpayer whose funds are invested in a family corporation finds it pos- 
sible under the present situation to make substantial charitable gifts while 
still retaining control of the business. He is not going to sell stock in his family 
corporation to make charitable gifts; in many cases sales of such unlisted and 
closely controlled stock could not be made at a fair price. But under the exist- 
ing situation, he can make very substantial contributions which are, in effect, 
a charge against his interest in the corporation. 

The charitable organization benefits because it can count upon income over a 
fixed period of years. This permits the organization to erect buildings and other 
facilities, borrowing money, if necessary, on the security of the future trust in- 
come. It is a method which has contributed largely to the recent building ex- 
pansion programs of educational, religious, and charitable organizations. 

The present situation encourages the individual to make charitable trusts of 
this type. Frequently, the individual who has built up a large corporate business, 
has little available cash, after taxes, with which to make substantial charitable 
contributions. He is in no position to make contributions from capital. The 
present situation offers the opportunity of making such contributions and an in- 
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centive to do so, The charitable deduction which is allowed to the individual 
provides cash which the individual can use to pay the gift tax on the remainder 
interest. 

The proposed amendment will leave no incentive to make long-term charitable 
commitments. 

It is undoubtedly true that if taxes alone are to be considered, the probable 
effect of the proposed legislation will be to increase the income taxes paid by 
individuals. (because charitable deductions will be reduced), to increase the 
estate taxes paid by individuals (because fewer gifts will be made), and to 
decrease the gift taxes paid by individuals (because this type of trust will not 
be made, and also because the new type of gift which will take its place will 
provide exclusions not available under this type of trust). It will also tend to 
hurt medium-sized family businesses and increase mergers because of the greater 
estate tax payable at the death of the founder. 

The net result of the legislation may be to increase to some small extent the 
revenues of the government. But this will be at the cost of depriving charitable 
organizations of the income from this type of trust which, in the past, has been 
substantial. It will deprive the charities and charitable-minded individuals 
of the principal means of assuring the payment to charity of sufficient income 
to permit large capital improvements. Under the present law, the trust provi- 
sions assure the charity of income for a period of years. Under the proposed 
law there will be no incentive to undertake to make payments to charity for a 


long period of years. 
Your interest in this matter on behalf of Albion College and her sister 


_ institutions throughout the Nation will be deeply appreciated. 


Yours sincerely, ; 
M. H. Pryor, Chairman. 


J. A. WHITE & Co., 
Cincinnati, Ohio, March 4, 1958. 


Hon. Harry F.. Byrp, 
Senate Office Building, Washington, D.C. 

DEAR SENATOR Byrrp: As you may recall, I have written you numerous letters 
over the past several years, but none of them was to ask any consideration from 
you, but rather to compliment you upon your actions and principles. 

However, at the present time there is before the Senate Finance Committee a 
bill which is of vital concern to me, and I should like to submit to you some 
thoughts about this bill. It is H. R. 8381 and the section which is of deep concern 
to me is section 3. This bill is supposed to make certain so-called minor changes 
in the internal revenue laws. 

But one of the changes which this bill would make if it becomes law, as passed 
by the House, is far from minor in its effect on dealers like myself in municipal 
bonds. As passed by the House, the bill would require that a dealer in municipal 
bonds amortize all premiums paid for all such municipal bonds unless he disposes 
of the bond within 30 days after its acquisition and he sells it for an amount higher 
than the adjusted cost of the bond. Moreover, as presently drawn, this provision 
would apply to all such bonds acquired by dealers after December 7, 1956. This 
provision would require a tremendous burden of bookkeeping on all the several 
thousand dealers around the country who handle municipal bonds, and yet the 
revenue gained by the Treasury would be insignificant. It is my understanding 
that the purpose of changing the present law with regard to amortizing premiums 
paid by dealers in municipal bonds is to close a so-called loophole, whereby a 
few dealers have been securing an undue advantage to themselves by trading 
amongst themselves within 30 days of each transaction, municipal bonds for which 
these dealers have paid premiums, and charging to their taxable income as a loss 
the difference between the price paid and the price secured for the bond when sold, 
which in effect would really be the amortization of such premium. There has 
been a good deal of discussion of this subject amongst the municipal bond dealers 
around the country and we conscientiously made what we thought was both a 
satisfactory and honest suggestion to the House Ways and Means Committee to 
close the loophole and yet not create an intolerable burden of bookkeeping. That 
suggestion was accepted by the House Committee only in part. 

The suggestion which we made was that amortization of premiums be required 
only when the sales price was less than the purchase price of the bonds. Obvious- 
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ly the benefit derived from the so-called loophole was in selling bonds for less 
than the purchase price and charging the difference as a loss, whereas it really 
represented merely a return of a portion of the premium and the interest collected 
during the period that the dealer owned the bonds, or in brief, amortization. If 
the bond is sold at a profit, then of course the dealer has no “loss” to charge 
against his other taxable income. 

Apparently the House Ways and Means Committee recognized the effectiveness 
of this suggestion, but unfortunately, the committee for some reason saw fit to 
retain in this section of H. R. 8381 the added provision that the dealer must 
amortize premiums unless he disposes of the bonds within 30 days after his 
acquisition of them. This 30-day provision obviously results in the other provi- 
sion being applicable only to bonds disposed of within 30 days; whereas this 
other provision, requiring amortization unless the bonds are sold at a profit, 
accomplishes the alleged purpose of closing the so-called loophole and does so 
without any need whatsoever for this additional 30-day provision. 

As the legislation is now drawn, a dealer would have to amortize all premiums 
on all bonds which he owns for more than 30 days, regardless of whether there 
is involved any loss which he might want to apply against his other taxable 
income. Those of us in this business who actually underwrite loans to munic- 
ipalities and school districts, many times find that we are unable to dispose of 
this merchandise within 30 days. We have to buy the bonds when they are put 
up for sale, and in most cases we have to make the highest bid in competitive 
bidding in order to buy the issue. In practically all cases the issue matures over 
a period of years ranging generally from 10 to 25 years, with a certain portion of 
the issue maturing in each year. As you can well imagine, we sell some of the 
maturities promptly, while we must carry many of the maturities much longer in 
order to dispose of them. 

As the legislation now stands with this 30-day provision in it, we would have 
to amortize any premium on any of these bonds which we are unable to dispose 
of within 30 days after acquisition. Frankly, I can see no benefit to anyone from 
this requirement, as it certainly provides no loophole, and the so-called existing 
loophole is effectively closed by the provision in the legislation providing amortiza- 
tion when bonds are sold at a price less than their cost. I am sure you can under- 
stand that, although, as I have stated, this 30-day provision does no good, it will 
create quite a hardship on dealers by requiring a considerable amount of book- 
keeping in order to amortize premiums on the bonddealers’ merchandise. 

Let me also demonstrate how little is involved in this matter insofar as rev- 
enue to the Treasury would be concerned. During the course of a year our 
organization will probably underwrite about $15 million worth of bonds of 
Ohio municipalities and school districts. As I indicated earlier in this letter, 
these bonds are purchased by making the highest bid at competitive sales. We 
normally bid a moderate premium over the par value of the bonds, in order to 
make the highest bid. But before bidding a considerable premium for a bond 
issue, we should instead bid a lower rate of interest. In other words, instead 
of bidding a considerable premium for an issue of bonds to bear an interest 
rate of 314% percent, we should instead bid a smaller premium for the bonds to 
bear interest at a rate of 3 percent. 

In effect, then, probably the average premium that we pay for such bond issues 
would not exceed 1% percent of the par value, which would mean an average 
premium of not over $15 per $1,000 bond—and please remember that in many cases 
the amount of the premium would perhaps be only $1.50 per $1,000 bond. Yet, 
regardless of how small the premium is, under the proposed legislation we should 
be required to amortize even this small premium if we are so unfortunate »s to 
be unable to dispose of the bonds within 30 days after their acquisition. More- 
over, let us assume that the average premium is $15 per $1,000 bond, and the 
average life of the issue is 10 years, both of which assumptions are quite logical 
and probable, this would mean that the full amortization, even to the final 
maturity of the bonds, would only average about $1.50 per year for a $1,000 
bond. If we owned the bonds for 6 months before we are able to dispose of them, 
then we should have to charge as amortization an average of probably not 
over 75 cents per $1,000 bond. In the case of a bond owned only 2 months, the 
amortization would be only 25 cents per $1,000 bond. 

I hope I am successful in my efforts to demonstrate to you that this amortiza- 
tion will largely amount to pennies only, so far as the Treasury is concerned. 
Yet, as you will readily admit, the bookkeeping, of course, would be the same, 
or perhaps even greater, when we have to figure the amortization in pennies. 
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Finally, I certainly feel that a man of your principles will realize fully 
that it is grossly unfair to permit this bill to become law with a provision that 
would make it retroactive to the date now in the legislation, November 7, 1956, 


Not only is this retroactive provision wholly unfair, but also it would neces- Hon. | 
sitate a dealer going back to recheck all of his transactions since that date, ' Cc 
computing amortization wherever necessary and recomputing his income tax : 
liability for 1956, and subsequent years. DEA 
I sincerely hope you will give this matter the serious attention I feel it fore i 
deserves. This, | 
Thank you, and with best regards, I am. is onl 
Sincerely yours, Sect 
J. AUSTIN WHITE. in the 
you k 
STATEMENT OF THE AMERICAN HOTEL ASSOCIATION, WASHINGTON, D. C. Coe 
The American Hotel Association objects to part of section 14 dealing with carefu 
improvements on leased property. Specifically, an objection is raised to placing lative 
a lessee in a position of having to forecast what he might do in connection with they 4 
renewal of a lease in circumstances where the decision to renew could not prac- to im] 
tically be made at the time when depreciation of improvements is commenced. It is 
To illustrate: Assume a taxpayer leases land for 20 years with an option to form t 
renew the lease for an additional 20 years. Assume further that the taxpayer In a 
constructs a building with a useful life of 30 years. At the commencement of ! betwee 
the first 20 years of the lease the taxpayer must determine the depreciation rate bility | 
on the building. According to section 14 the taxpayer is placed in the position | Rece 
of proving that he will not do something 20 years hence. We submit first that broade 
legislation should not require taxpayers to be fortune tellers, and, second, that ' policy. 
ii there is virtually no way in which a taxpayer can conclusively establish that Treast 
| he will or will not do something at the expiration of a 20-year period. . suppor 
id } ; Inas 
uf sentati 
iy THORNTON, Mone & FArIsH, aes 
uf Montgomery, Ala., March 4, 1958. lem ine 
a Hon. Lister Hi11, i | 
Ait | United States Senator, 
Mh Senate Office Building, Washington, D. C. 
i Dear Lister: We are very much concerned with certain provisions of section 3 
“i of H. R. 8381, which passed the House on January 28 and which we understand i 
‘a is now before the Senate Finance Committee. This section would require a i 
‘| dealer in municipal bonds to amortize premium unless disposed of within 30 
days after acquisition and would apply to all bonds acquired after November 7, Hon. EF 
a 1956. The vice president of our Investment Bankers Association of America Oh 
he has testified before the committee on February 26. We are urging that section 3 
ie be amended : Deas 
iy (1) To provide that dealers shall not be required to amortize premium on a @oodw 
a tax-exempt bond sold at a profit, regardless of how long the bond is held by their p 
e the dealer; ; “Hot 
i (2) To make the effective date subsequent to adoption of H. R. 8381. on cont 
a The so-called loophole involves only the sale of premium bonds at a loss— Good 7 
1 this has been closed, and we are concerned mainly about the elimination of the a i 
amortization requirement where premium bonds are sold at a profit (we pay Samoa 
full taxes as ordinary income on profits derived from bonds selling at a discount). 2 > ‘s 
Further, the amount involved on amortization is very small indeed, and would evaluat 
certainly be burdensome if we were required to reexamine and amortize on all ~ ee 
transactions since November 7, 1956—we therefore hope the effective date can eaten th 


be amended as outlined above. | hich 
My partners join me in trusting that you will give careful consideration to while 
these requests should this bill come to your attention. 
With kindest regards to you and Henrietta, in which Louise sincerely joins me, 


I am 
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Cordially yours, . an ave 

Srpney J. Monr. . Revenu 
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UNITED STATES SENATE, 
COMMITTEE ON INTERSTATE AND FOREIGN COMMERCE, 
March 3, 1958. 
Hon. Harry I", Byrp, ’ 
Chairman, Committee on Finance, 
United States Senate, Washington, D. C. 


DreAR Mr. CHAIRMAN: It is my understanding that your committee now has be- 
fore it for consideration H. R. 8381, the Technical Amendments Act of 1958. 
This, of course, is a comprehensive and complex bill and the purpose of this letter 
is only to mention my interest in two particular sections of the bill. 

Sections 81 and 82 of the bill as it stands before your committee were added 
in the House of Representatives by floor amendment. These amendments, as 
you know, are intended to settle a long-standing dispute between certain rail- 
roads and the Bureau of Internal Revenue over the depreciation treatment to be 
given certain property. By the terms of the two sections their application is 
carefully limited to the railroads involved in the controversy and the legis- 
lative history of the sections on the floor of the House clearly indicates that 
they are not intended to give the Commissioner of Internal Revenue authority 
to impose the conditions of the sections on railroads not now involved. 

It is rather unusual for a settlement of a tax controversy to take legislative 
form though in this instance the record clearly shows the need for legislation. 
In a situation, such as this, where the sections involved are a settlement 
between parties wise legislative policy would seem to dictate that the applica- 
bility be carefully restricted to only the parties involved. 

Recently it has been brought to my attention that efforts may be made to 
broaden sections 81 and 82 to, in effect, make them generally applicable as tax 
policy. It is my understanding that if any action of this nature were taken the 
Treasury Department would strenuously oppose sections 81 and 82, which it now 
supports, on the basis that they would go far beyond the purpose intended. 

Inasmuch as sections 81 and 82 of H. R. 8381 as passed by the House of Repre- 
sentatives are acceptable to the Treasury Department and the railroads involved 
as a satisfactory solution of a long standing controversy, it is my hope that your 
committee will approve these sections without change so that this difficult prob- 
lem may at long last be resolved. 

Sincerely yours, 
FREDERICK G. PAYNE, 
United States Senator. 


UNITED STATES SENATE, 
COMMITTEE ON ARMED SERVICES, 
March 6, 1958. 
Hon. Harry F. Byrp, 
Chairman, Senate Finance Committee, 
United States Senate, Washington, D.C. 


DEAR MR. CHAIRMAN: Mr. J. Everett McCluhan, executive director of the 
Goodwill Industries of Greater Kansas City, writes as follows with respect to 
their problem connected with the proposed legislation in House bill 8381: 

“House bill 8381, if it were to pass and we were required to put a money value 
on contributions as they are picked up, would work a considerable hardship on 
Goodwill Industries. If this had to be done, it would be necessary to place 
someone on each truck capable of evaluating the materials, and this probably 
would have to be staff level. You could not depend on truckdrivers to properly 
evaluate material. In my opinion, it would be impossible to place a valuation 
on every contribution as it is picked up. We could, at the end of the fiscal period, 
arrive at the value of contributed materials by adding retail sales, and salvage 
sales together, thereby arriving at total value of contributed materials from 
which would have to be deducted: promotion, transportation, administrative 
and sales expense. Or perhaps to get a better picture only production expense 
should be deducted to determine the original value of materials picked up. 
When the original value is determined in either of the above methods, that value 
could be divided by the total units collected during the year, which would give 
an average value of each unit. If this would be acceptable to the Internal 
Revenue Department, it would not be too hard to secure. Our records show this 
value now, secured in the above manner, and it is carried on our balance sheet 
as inventory of unsorted material on hand. 
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“In my opinion it would be entirely too expensive to attempt to value the con- 
tributions as they are picked up, but an average value of the contributions could 
be determined at the end of the fiscal period. It seems to me an exemption 
should be written into this bill exempting discarded or salvaged materials, such 
as we, the Salvation Army, and other organizations use in our industrial pro- 
gram. Perhaps if the congressional committee was aware of the cost involved 
to secure this information they might be willing to approve the above-mentioned 
exemption.” 

Mr. McCluhan will appreciate your consideration of this matter. 


Sincerely, 
Stuart SYMINGTON. 


STATEMENT OF HERBERT FILER, VICE PRESIDENT, Put & CALL BROKERS & DEALERS 
ASSOCIATION, INC. 


Section 44 of H. R. 8381 proposes to amend section 1233 of the Internal Revenue 
Code of 1954. The amendments would clarify the rules applicable to short sales 
by dealers in securities and would rephrase the provision exempting from the 
rules of section 1233 hedging transactions in commodtiy futures. The purpose 
of this statement is to request that section 1233 be further amended so as to 
change the provisions in subsections (b) and (c) thereof relating to the income- 
tax consequences of “the acquisition of an option to sell property at a fixed 
price.” The suggested wording for the changed provisions is as follows: 

1. Eliminate the last sentence in subsection (b), which reads: “For the pur- 
poses of this subsection, the acquisition of an option to sell property at a fixed 
price shall be considered as a short sale, and the exercise or failure to exercise 
such option shall be considered as the closing of such short sale.” 

2. Eliminate the present subsection (c), which reads: 

“(c) CERTAIN OPTIONS TO SELL.—Subsection (b) shall not include an option 
to sell property at a fixed price acquired on the same day on which the property 
identified as intended to be used in exercising such option is acquired and which, 
if exercised, is exercised through the sale of the property so identified. If the 
option is not exercised, the cost of the option shall be added to the basis of the 
property with which the option is identified. This subsection shall apply only 
to options acquired after the date of enactment of this title.” 
and subsitute he following: 

*“(c) CERTAIN OPTIONS TO SELL.— 

“(1) GENERAL RULE.—For the purposes of subsection (b), the acquisition 
of an option to sell property at a fixed price shall be considered as a short 
sale, and the exercise, or sale or exchange of, or failure to exercise, such 
option shall be considered as a closing of such short sale. 

““(2) EXCEPTION TO GENERAL RULE.—If, 

“(i) on the date of the acquisition of an option to sell property at a 
fixed price, property substantially identical to that which is the subject 
of the option has been held by the taxpayer for not more than 6 months, 
or if, after the taxpayer has acquired such option and on or before the 
the date of the closing thereof, property subtsantially identical to that 
which is the subject of the option is acquired by the taxpayer, and 

“(ii) the taxpayer identifies such substantially identical property as 
intended to be used in exercising such option, and 

“(iii) such option, is either (A) permitted to expire unexercised or, 
(B) is exercised through the sale of such substantially identical prop- 
erty, the acquisition of the option shall not be considered as a short sale. 

(3) TREATMENT OF COST OF OPTION.—If the acquisition of an option is not 
considered as a short sale under paragraph (2) of this subsection and the 
option is not exercised, the cost of the option shall be added to the basis of 
the property with which the option is identified.” 

In order that the committee may pass upon this request with a full under- 
standing of the problems involved, we present the following history of the pro- 
visions sought to be amended : 

1. In 1948, the Committee on Ways and Means of the House of Representatives 
became aware of the fact that, under existing law, short sales could be used to 
reduce income-tax liability. If a taxpayer had purchased 100 shares of X stock 
at a price of 50 and within 6 months of acquisition the market price had risen to 
70, he could make a short sale at 70. The making of the short sale would have no 
immediate income-tax consequences. The taxpayer would then wait until the 
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shares acquired had been held by him for more than 6 months. If, at that time, 
the market price was not in excess of 70 (the price at which he had sold short), he 
would use the shares which had been purchased by him at 50 to close the short 
sale, thus realizing a long-term capital gain of 20 points, or $2,000. If, however, 
the market. price was in excess of 70, for illustration let us say 95, he would sell 
in the market at 95 the 100 shares purchased at 50, thus realizing a long-term 
capital gain of 45 points, or $4,500. He would then purchase in the market 100 
shares at 95 and use such shares to close the short sale, thus realizing a short- 
term capital loss of 25 points, or $2,500. Since, under the law then in effect $1 
of short-term capital loss could offset $2 of long-term capital gain, the result of 
these transactions was that, although the taxpayer had made an economic gain 
of $2,000, he had no taxable income from these transactions but, rather, a $250 
excess of short-term capital loss over recognized long-term capital gain, which 
excess could be applied against other capital gains or, to a limited extent, against 
other income. 

2. The House of Representatives attempted to close this loophole by providing 
in section 151 of H. R. 6143, 80th Congress (the tax revision bill of 1948 which 
was passed by the House but was never acted upon by the Senate) that, in a 
situation such as that described above: (a@) The gain on the closing of the short 
sale would be deemed to be a short-term capital gain, even though the stock used 
to close the short sale had been held for more than 6 months, and (0b) the 
holding period of the stock first purchased would not commence until the short 
sale had been closed. Thus, if the taxpayer used his first purchased stock to 
close the short sale the gain would be short term. If he sold his first purchased 
stock in the market and closed his short sale with newly purchased stock, the 
gain on the sale of the long position would be short term and the loss on the 
closing of the short sale would also be short term. Thus, whichever procedure the 
taxpayer used in closing his long and short position he would have a net short- 
term capital gain of $2,000, the amount of his economic gain. 

3. At the same time the Committee on Ways and Means learned that there 
were dealt in in the financial community options to buy and sell securities, known 
as “puts” and “calls.” A “put” is a contract which gives the buyer thereof the 
option to sell to the other party to the contract (generally referred to as the 
“writer’) a specified quantity of a specified stock at a specified price at any time 
within a specified period of time. Thus, a 30-day “put” on 100 shares of United 
States Steel at 60 dated March 1, 1948, would give the purchaser of such “put” 
the option to sell to the “writer” at any time in the period from March 1 to March 
31, 1948, 100 shares of United States Steel at 60. 

4. Apparently, the House Committee on Ways and Means felt that a put might 
be used to create long-term capital gain and short-term capital loss in the same 
manner that a short sale could be used. Without stopping to analyze whether or 
not such loophole could be closed without interfering with the legitimate uses 
of puts, the committee inserted in section 151 of H. R. 6143 a sentence (clause 
(B) (ii) of subdivision 3 of subsection (a)) which reads as follows: “An 
option to sell such property at a fixed price shall be considered as a short sale, 
and the exercise or failure to exercise such option shall be considered as a clos- 
ing of such short sale.” 

This sentence was part of section 151 of H. R. 6143 as passed by the House. 
As stated above, H. R. 6148 was not acted upon by the Senate. 

5. In 1950 the Committee on Ways and Means held hearings on a proposed 
Revenue Act of 1950. The Secretary of the Treasury filed with said committee 
a statement dated February 3, 1950, and a supplemental statement dated Feb- 
ruary 6, 1950, in which there was listed as one of the loopholes which should be 
closed the use of short sales to reduce tax liabilities. 

6. There was submitted to the Committee on Ways and Means a statement 
by Herbert Filer, chairman of the Committee on Taxation of the Put & Call 
Brokers & Dealers Association, Inc. (of New York, N. Y.). This statement called 
attention to the manner in which the committee had sought to close the loophole 
with respect to short sales in section 151 of the tax revision bill of 1948 and to 
the provision in such section that the acquisition of a put should be deemed to be 
the making of a short sale. Mr. Filer’s statement urged that the sentence dealing 
with puts (i.e., options to sell) be eliminated from any provision of the Revenue 
Act of 1950 dealing with short sales. The statement gave the reasons for this 
request and contained a full explanation of the differences between the making 
of a short sale and the acquisition of a put. Mr. Filer was questioned by mem- 
bers of the committee with respect to various parts of his statement. 
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There was also submitted to the Committee on Ways and Means at this time a 
statement by George H. Heyman, Jr., of Abraham & Co. (members of the New 
York Stock Exchange). Mr. Heyman’s statement also recommended that the 
reference to puts (i. e., options to sell) be omitted from my section dealing with 
short sales and gave reasons for such recommendation. Both statements appear 
in the record of the hearings before Committee on Ways and Means, House of 
Representatives on Revenue Act of 1950, Part 1, pages 720 et seq. It is respect- 
fully suggested that these statements be read by the members of the Committee 
on Finance. 

7. The Committee on Ways and Means presented to the House of Representa- 
tives what ultimately became the Revenue Act of 1950. Said Revenue Act of 
1950 made various amendments to the Internal Revenue Code of 1939, section 211 
(a) of the act amending section 117 of the code by adding thereto a new sub- 
section, subsection 117 (1). The wording of section 117 (1) was substantially the 
same as that of section 151 of the tax revision bill of 1948. The sentence relating 
to puts reads as follows: 

“For the purposes of this paragraph, the acquisition of an option to sell 
property at a fixed price shall be considered as a short sale, and the exercise or 
failure to exercise such option shall be considered as the closing of such short 
sale.” 

8. Section 1233 of the Internal Revenue Code of 1954 is, in substance, a re- 
enactment of section 117 (1) of the Internal Revenue Code of 1939. The differ- 
ences in the wording of the two sections result, primarily, from the difference in 
the treatment accorded short sales by dealers in securities. The concept that 
the acquisition of a put is to be treated as the making of a short sale was con- 
tinued, the wording of the sentence so providing being identical with that in 
section 117 (1) except for a change of the word “paragraph” to the word “sub- 
section.” 

9. However, Congress gave some recognition to the fact that, as pointed out 
in the statements of Messrs. Filer and Heyman (referred to in par. (6) above) 
the acquisition of a put is essentially a form of insurance. It added a new sub- 
section, subsection (c), which provided that, if a put and stock identified as 
being intended to be used in exercising the put were purchased on the same 
day, and certain other requirements were met, the acquision of the put would not 
be considered to be a short sale and the stock would not lose its holding period. 

Thus, under the present law, if a taxpayer buys stock at 50 and, on the same 
day, he buys a put at 50, he will not be deemed to have made a short sale. The 
result will be that, if after having held the stock for more than 6 months, he 
sells it, let us say at 70, his 20 point gain will be long term. On the other hand, 
if 10 days after having bought stock at 50 and while the market price of a 
stock is 52 he buys a put at 52, he will be deemed to have made a short sale, 
with the result that if, 6 months later, he sells the stock at 70 his gain will be 
short term. 

We respectfully submit that— 


(1) The differences between the economic consequences of making a 
short sale and the economic consequences of acquiring a put are such that 
there is no justification for giving the same income-tax consequences to the 
acquisition of a put as to the making of a short sale. 

(2) The acquisition of a put is essentially the purchase of insurance. 
It should be recognized as insurance whether the loss insured against be 
solely a loss of the cost of the stock or a loss of such cost and the loss 
of an unrealized profit in the stock. 

(3) The fact that a taxpayer has insured himself against loss of an un- 
realized profit on property held for not more than 6 months should not 
cost him the right to treat as long-term gain the profit he realizes after hold- 
ing the property for more than 6 months. 

(4) The requirements in the present subsection (c) of section 1233 which 
we recommend be included in the new subsection (c) that, if the put is not 
permitted to expire it be exercised by sale of the related stock, is suffi- 
cient protection against the use of a put to avoid tax liability, and 

(5) The proposed amendment would not result in any loss of revenue 
and would, in fact, increase the revenue. 

1. The differences between the economic consequences of making a short sale 
and the economic consequences of acquiring a put are such that there is no 
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justification for giving the same income-taxw consequences to the acquisition of 
a put as to the making of a short sale. 

The following explanation of the mechanics of the making and closing of a 
short sale and the acquisition and disposition of a put will permit of a clear 
understanding of the differences in the economic consequences of the two types 
of transactions: 

The mechanics of the making of a short sale are as follows: The short sale 
is made on the floor of an exchange in the same manner as a regular sale is 
made (except for certain restrictions, under rules of the Securities and Exchange 
Commission, as to the price at which the sale may be made). The buyer of the 
stock is not concerned with the question of whether or not the sale to him is 
a short sale. Unless he is present on the floor of the exchange when the purchase 
is made and the seller announces (as required by the rules of the Securities and 
Exchange Commission) that the sale is a short sale, the purchaser will not 
know whether or not the sale to him is a short sale. Whether the sale be a 
regular sale or a short sale, the seller is obligated to deliver to the purchaser 
on the settlement day (presently the fourth business day following the date 
of the sale). If the seller has made a short sale, he must, in order to make 
delivery, borrow stock from someone who owns stock. The purchaser pays 
for the stock, but the seller does not receive the proceeds of his sale. The person 
who has loaned the stock requires that there be deposited with him, as security 
for the return of the stock loaned, the full market value of the stock. Thus, the 
proceeds of the sale are deposited with the lender. Furthermore, if the market 
value of the stock loaned increases, the short seller is required to increase his 
deposit with the lender, so that at all times the deposit with the lender will be 
not less than the market value of the stock loaned. 

When the short seller wishes to close his short sale he returns to the lender 
stock which he (the short seller) owns. Such stock may be stock which the 
short seller owned when the short sale was made, or it may be stock which was 
purchased for the purpose of closing the short sale. 

The mechanics of the acquisition and disposition of a put are as follows: 

A put is a contract between the purchaser thereof and another party to the 
coutract known as the “writer.” Under the terms of the contract the purchaser 
has the option to sell to the writer, at any time during the life of the contract, 
the number of shares of the particular stock and at the particular price stated 
in the contract. The name of the “‘writer” usually does not appear in the contract. 
Instead, the contract is endorsed by a member of a national securities exchange 
on which the stock which is the subject of the contract is traded. By such 
endorsement the member of the exchange guarantees that the writer of the 
contract will meet his obligation thereunder, i. e., accept delivery of, and pay for 
the stock if the purchaser of the put exercises his option. 

Since the buyer of the option does not know who the writer is, the purchase 
of a “put” option is arranged through a put and call broker or dealer. Such 
broker or dealer upon being informed by a prospective purchaser of a put of 
the latter’s desire to purchase will communicate with a possible writer of the 
desired put and ascertain at what price such person would be willing to “write” 
the put. The put and call broker or dealer will add to the quoted price a 
commission or profit for himself and will then quote to the potential pur- 
chaser a price at which he (the put and call broker and dealer) will supply 
the desired put. If this price is satisfactory, the put will be written and de- 
livered to the purchaser and the purchase price, less the put and eel! destor’s 
commission or profits will be paid to the writer. It is for this consideration 
that the writer assumes the obligation to accept and pay for the stock if the 
holder of the contract exercises his option to sell stock to the writer. 

The differenecs in the economic consequences of the two types of transactions 
described above are these: 

(a) Where a holder of stock has made a short sale he has terminated his 
economic interest in any subsequent fluctuations in the price of the stock. 
This is because, if the market price of the stock goes up, any increase in the 
value of the stock held long will be offset by an increased liability with respect 
to the short sale. Conversely, if the market price of the stock goes down, any 
decrease in the value of the stock held long will be offset by an increased li- 
ability with respect to the short sale. 

By making this statement we do not intend to imply that the making of a 
short sale by a person who is long the stock sold short is the same as selling 
the long stock. It is not. The fact that a short sale does not affect a sale 
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of an offsetting long position has been recognized by the courts and this fact 
gave rise to the loophole which section 1233 is intended to close. What we 
do say is that once a taxpayer has both a long and a short position in the 
Same quantity of the same stock, subsequent fluctuations in the price of the 
stock will neither increase nor decrease his economic gain from the closing of 
the two transactions. If a taxpayer bought stock at 50 and while he has the 
stock so purchased he makes a short sale at 70, he is saying—economically I 
am willing that my profit be limited to 20 points and I do not care whether 


hereafter the price of the stock goes up or down. Under these circumstances” 


we see nothing wrong in Congress providing that the two separate transactions 
may not be manipulated to create a long-term capital gain of more than 20 
points and a short-term loss of the difference between the long-term gain and 
20 points. Nor, where the short sale is made at a time when the long posi- 
tion has been held for not more than 6 months, do we see anything wrong in 
Congress providing that the gain on closing the positions shall be short terms. 

(b) When a taxpayer has a long position in a stock and purchases a put on 
the stock exercisable at the then market price he is not making a sale of any 
kind. He is buying insurance and the cost of the put is the premium he pays 
for the insurance. The insurance he gets is a protection against loss resulting 
from a decline in the market value of the stock below the then market price. 

The buyer of a put has not limited the profit he may make. Let us take the 
ease of a person who buys stock at 50 and who, when the market price is 70, 
buys a put at 70. Let us assume that thereafter, and during the life of the put, 
the market price of the stock rises to 95. The buyer of the put is under no 
obligation to sell any stock to the writer of the put. Obviously, it would be 
ridiculous for him to sell his stock to the holder of the put at 70 when he can 
sell it in the market at 95. Likewise, it would be ridiculous for him to buy stock 
in the market at 95 for the purpose of selling it to the writer of the put at 70. 
What the buyer of the put does under these circumstances is to sell his stock 
in the market at 95 for a gain of 45 points and to permit the put to expire 
unexercised. Or, if he so desires, he may hold his long position and purchase 
a new put at 95. 

Contrast this with the person who has bought stock at 50 and made a short 
sale at 70. Again, let us assume that the market price of the stock rises to 95. 
By the short sale he has limited his profit to 20 points. The only way he can 
make more (or less) than 20 points is to close out only one side of his position. 
But if he does this he is, in effect, creating a new economic position on either the 
long side or the short side of the market. 

Becanse of these differences in the economic consequences of the two types of 
transactions, we feel warranted in stating that, while there may be justification 
for the imposition of sanctions, such as loss of holding period, which section 1233 
imposes as a consequence of the making of a short sale, there is no justification 
for imposing such sanctions in the case of the acquisition of a put. 

2. The acquisition of a put is essentially the purchase of insurance. It should 
be recognized as insurance, whether the loss insured against be solely a loss of 
the cost of the stock or a loss of such cost and the loss of an unrealized profit in 
the stock. 

Congress has recognized the insurance nature of the acquisition of a put by 
providing that, if the taxpayer acquires both stock and a put on the same day and 
he identifies the stock as intended to be used in exercising such option, the 
acquisition of the option will not be regarded as the making of a short sale. In 
other words, if a taxpayer buys stock at 50 and on the same day he buys a put 
to sell the stock at 50, he will not be deemed to have made a short sale, with the 
result that, if more than 6 months after his acquisition of the stock he sells his 
stock for more than 50, he will be permitted to treat his gain as long term. On 
the other hand, as the law now stands, if a taxpayer buys stock at 50 and 20 
days later he buys a put to sell the stock at 60, he will be deemed to have made 
a short sale with the result that, if, after having held the stock for more than 6 
months, he sells the stock at 60, through the exercise of the put, or at more than 
60 through a sale in the market at more than 60, his gain will be short term. 

Why should what is recognized as insurance in the first situation become a 
short sale in the second situation? 

Although the reason for this distinction has never been stated, we believe it 
to be as follows: In the first situation, the taxpayer has no unrealized profit when 
he buys the put. Therefore, he is insuring himself only against loss. In the 
second situation, the taxpayer had an unrealized profit when he bought the put; 
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consequently, he was (a) insuring against the loss of all or part of his cost 
and (6b) insuring the realization of a profit of 10 points (i. e., the excess of 
60 over 50). Since he insured this profit at a time when he had not held the 
stock for more than 6 months, the profit, when realized, should be treated as 
short-term capital gain. This reasoning is fallacious. 

It confuses an insurance against the loss of an unrealized profit with the 
economic realization of a profit. Where the taxpayer has made a short sale, he 
has fixed and, in the economic sense, realized his profit. As hereinbefore ex- 
plained, price changes after the short sale will neither increase nor decrease his 
economic gain. The only way he can change the amount of his gain is by closing 
only one side of his position and thereby creating a new economic risk. 

But the taxpayer who buys a put instead of making a short sale has not fixed 
the amount of the profit. If, after having bought the put at 60, the market goes 
up-to 90, he will let his put expire and sell his stock in the market at 90, making 
a profit of 40 points. The only effect of the insurance was to protect him (for a 
premium) against the loss of the potential profit he had at the time he bought 
the put (as well as against the loss of part or all of the cost of the stock). If 
he makes the sale of the stock at a time when he has held it for more than 6 
months, the profit of 40 points should be taxed as a long-term capital gain, and 
the fact that he insured himself against loss of 10 points of this profit should not 
be an excuse for taxing the gain as a short-term capital gain. 

3. The fact that a taxpayer has insured himself against loss of an unrealized 
prosit on property held for not more than 6 months should not cost him the right 
to treat as long-term gain the profit he realizes after holding the property for 
more than 6 months. 

The general rule of income-tax law is that the entering into an executory con- 
tract for the sale of property at a future date does not terminate the holding 
period of the property. Thus, a taxpayer can enter into a contract for the sale 
(ata profit) of real estate which he has held for 5 months and a day, title to close 
in 30 days, without losing the right to have his profit taxed as long-term capital 
gain. The only exception to this general rule is in the case of a short sale of 
property of the kind covered by section 1233 (i. e., stocks and bonds). Why 
should one type of contract cause a loss of holding period and the other type not 
cause such loss? The answer to this question is that, in the ordinary type of 
executory contract for sale, the contract is not the kind of property right which 
can be disposed of separately. The contract will be satisfied by the delivery of 
property which is the subject matter of the contract. In the case of the contract 
for the sale of real estate, the real estate will be sold and there will be a single 
profit on the transaction. But, in the case of a short sale of stock, the short seller 
has not identified any of the stock which he holds as being intended to be used to 
close the short sale. Until the addition of section 117 (1) of the 1989 code, he 
was free, if the market price of the stock rose after the making of the short sale, 
to close the short sale with newly purchased stock for a short-term loss and to 
sell out his long position at a price in excess of the price at which the short sale 
was made for a long-term gain. One has only to read the committee reports 
on H. R. 6143, the Treasury Department statements of February 1950, and the 
commitee reports on the Revenue Act of 1950 to realize that Congress singled out 
short sales of stocks and bonds for special treatment primarily because of the 
possible use of short sales to create long-term gains and short-term losses. The 
loss of holding period was one of the sanctions used to close the loophole. We 
doubt very much whether, if there had not been the loophole, Congress would 
have treated a short sale as terminating the holding period of the long position. 

Even if we were to assume that Congress would have provided that a short 
sale was to terminate the holding period even if no long-term-short-term prob- 
lem had been involved, we can envision its analyzing different types of trans- 
actions as follows: 

(a) Completed sale should terminate the holding period. Buyer has paid 
the consideration; title has passed to him and he has started his holding 
period. 

(b) Short sale should terminate the holding period.’ Buyer has paid the 
consideration, has received delivery, and has started his holding period. No 
gain or loss should be recognized to the short seller because he has not deliv- 
ered his own stock and because he has been required to deposit with the 
lender the proceeds of the short sale. 

(c) Executory contract for sale at future date should not terminate the 
holding period. The buyer has not received delivery, has not paid the pur- 
chase price, and has not started his holding period. 
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In the light of such analysis, what should be the answer to the question? 
Should the acquisition of a put which insures against loss of an unrealized profit 
on stock held for not more than 6 months cause a loss of holding period? We 
think, without any doubt whatsoever, that the answer should be “No.” The 
writer of a put has not even contracted to buy the stock. He has merely con- 
tracted to accept delivery of the stock and pay for it if the buyer of a put elects 
to exercise it. He has not paid any part of the purchase price; in fact, he may 
never buy the stock. The buyer of the put has not received any part of the 
proceeds of any sale, since no sale has taken place. 

4. The requirements in the present subsection (c) of section 1233 which we 
recommend be included in the new subsection (c) that, if the put is not permitted 
to expire it be exercised by sale of the related stock, is sufficient protection 
against the use of a put to avoid taw liability. 

The only situation in which a put may be used to avoid tax liability is where 
the market price of a stock declines after the acquisition of a put. To illus- 
trate: Taxpayer buys stock at 50 and acquires a put at 50. The price of the 
stock declines to 30. Therefore, the put becomes a valuable contract since it rep- 
resents the right to sell at 50 stock which can be bought at 30. Taxpayer can 
sell the put after holaing it for more than 6 months for slightly less than the 
20-point profit which represents realizing a long-term gain. He can also sell the 
stock when he has held it for not more than 6 months for a short-term loss of 20 
points. Congress was aware of this loophole when it provided in subsection (c) 
that the acquisition of certain puts would not be deemed to be short sales. It 
closed the loophole by providing that, in order for the acquisition of the put not 
to be considered as a short sale, the put, if not permitted to expire unexercised, 
must be exercised by the sale of the related stock. Thus, if it becomes valuable 
. and is sold, the requirements of subsection (c) would not have been met. Conse- 
quently, the acquisition of the put will be considered as a short sale, with the 
resu t that the gain on the sale of a put (i. e., the equivalent of the closing of a 
short sale) will be short term. 

What we are recommending is that the special rules of subsection (c) which 
now apply only to puts acquired on the same day the related stock is acquired, 
be extended to all puts. Consequently, restriction on the use that may be made 
of the put would be made to apply to all puts. With this protective provision 
there is no situation of which we know in which a put can be used to create a 
long-term gain and short-term loss. 

5. The proposed amendment would not result in any loss of revenue and would, 
in fact, increase the revenue. 

In considering the effect upon the revenue of any provision dealing with 
capital gains and losses, Congress must take into consideration the following: 

(a) The rates of tax applicable to long-term capital gains which are lower 
than those applicable to short-term capital gains. 

(b) The discrepancy between the two sets of rates is so high that taxpayers 
will not ordinarily realize a gain as a short-term capital gain. 

(c) Since the taxpayer is not compelled to realize as a short-term gain the 
unrealized appreciation on his securities, he can afford to take, and will take, 
substantial market risks in holding the securities for the additional period of 
time required to qualify the gain as long-term. To illustrate: Taxpayer pur- 
chases a stock and in less than 6 months it appreciates 20 ponts. Taxpayer’s 
income is such that he is in the 80-percent bracket. If he sells the stock for a 
short-term gain of 20 points, his tax will be 16 points and bis net, after tax, 
will be only 4 points. If he holds the stock for the balance of the “more than 
6 months” holding period, he will be just as well off if the appreciation shrinks 
during the holding period from 20 points to 54% points. A long term gain of 54 
points less 1% points tax will also leave him with 4 points net after tax. But if 
the price of the stock does not decline and he realizes 20 points of long-term 
gain, his net after tax will be 16 points. For these odds, the taxpayer will not 
take his gain as a short-term gain. He will run the risk that the decline in 
price may be greater than from 20 to 5% points and that he may end up with 
less than if he had taken his gain as a short-term gain. 

Prior to the addition of section 117 (1) of the Internal Revenue Code of 1939, 
a taxpayer with an unrealized short-term appreciation would protect the ap- 
preciation by buying a put. But since 1950 he is not free to do this inasmuch 
as the acquisition of the put would have resulted in a loss of the holding pe- 
riod of the stock. i 
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What would happen if the law were to be changed so as to permit a taxpayer 
to buy a put to protect an unrealized profit without losing his holding period? 
Let .us take three situations. In each of them the taxpayer has bought stock 
at 50, the stock has increased in value to 70 within 6 months and the taxpayer 
has bought at a cost of 3 points a put to sell the stock at 70 running to a date 
more than 6 months after his purchase of the stock. 

Situation 1.—At the date of the expiration of the put the price of the stock 
is 95 and the taxpayer sells his stock at 95, permitting the put to expire unexer- 
cised. He will have a long-term capital gain of 45 points. The 3 points paid 
for the put will be a short-term capital loss, since the put had a life of less than 
6 months. For the purpose of this illustration we will assume that the tax- 
payer has no other short-term capital gains. Consequently, the 3-point loss 
will be offset against the 45-point gain, leaving the taxpayer with a net long- 
term capital gain of 42 points on which he will pay a tax of 1014 points. 

Under the present law the taxpayer would not have bought the put. He 
would have held his stock for the “more than 6 months” period, sold it at 95 for 
a long-term gain of 45 points on which he would puy 11.25 points in tax. 

Situation 2.—On the date of the expiration of the put the market price of 
the stock is 70. Taxpayer exercises the put and sells the stock to the writer 
at 70. He is required to add the cost of the put to the cost of the stock sold, 
increasing the cost to 63. Consequently, he has a long-term gain of 17 points 
on which he pays a tax of 4% points. 

Under the present law the taxpayer would not have bought the put. He 
would have held the stock for the 6 months and then sold it at 70 for a long- 
term gain of 20 points on which he would pay a tax of 5 points. 

Situation 3.—On the date of the expiration of the put the stock is selling at 
50. Taxpayer exercises his option and sells the stock to the writer at 70. He 
adds the 3 points paid for the put to the cost of his stock and has a long-term 
capital gain of 17 points on which he pays a tax of 414 points. 

Under the present law, the taxpayer would not buy the put. He would sell 
his stock at 50 without gain or loss and would pay no tax. 

Thus we see that if the price of the stock rises, or does not fall, between 
the date of the purchase of the put and its expiration, he will pay substantially 
the same tax that he would have paid had he not acquired the put. But, if the 
price of the stock falls in this period. the put will permit him to realize and 
pay tag on, a profit which, except for the put he could not realize. Therefore, if 
the law were to be changed so as to permit a taxpayer to buy a put without 
losing the holding period of the related stock, the Government would collect 
more tax than it now does. In 1957 the Government lost substantial amounts 
of revenue by reason of the present provision. In that year prices of stock 
rose in the first half of the year and dropped sharply in the second half of 
the year. Many taxpayers, in order to realize long-term capital gains, heli 
stocks with substantial unrealized profits only to see their profits wiped oui 
by a fall in price in the second half of the year. Result, the Government col- 
lected no tag because the profits had disappeared before they could be realized 
as long-term gain. 

In the year 1957 (it was also true in many a prior year and will probably be 
true in many a future year) there was a general rise in stock prices in the early 
part of the year followed by a general decline in stock prices in the latter part 
of the year. To illustrate the effect on the revenue of the present provisions of 
section 1233 of the code as to the income-tax consequences of the acquisition of 
puts let us take the following situation: On April 15, 1957, a taxpayer purchased 
100 shares Lukens Steel at 791%. On June 30, 1957, the market price of the stock 
was 119%. At that time he would have liked to insure himself against loss of 
the then unrealized appreciation of 40° points ($4,062.50) by purchasing a 4 
months put (i. e., 1 expiring October 30, 1957, at which time his stock would be 
held for more than 6 months) on 100 Lukens Steel at the market. He could have 
boucht such a put for $700, but the penalty for acquiring such a put would have 
heen the loss of the holding period of the stock. Consequently, he did not buy the 
put. On Sentember 30, 1957, which was still before the required “more than 6 
months” holding period, the market price of Lukens Steel had fallen to 85%. 
The taxpayer still did not take his profit as a short-term gain. Eventually he sold 
his stock, through a stop-loss order, at his cost of 7914. He had no profit and 
he paid no tax. Had he been free to acauire the put without penalty he would 
have done so. He would have exercised the put before it expired on October 30, 
1957, by selling at 119% the stock he purchased at 7914. He would have reported 
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: long-term capital gain of $3,362.50 ($4,062.50 minus $700) and paid a tax of 
840.63. 
We do not present our recommendation for a change in the income-tax treat- 


ment of puts as a revenue-producing measure. But we do state that the change’ 


recommended will not cause any loss of revenue and will, under certain circum- 
stances, result in increased revenue. 


CONCLUSION 


The present provisions of section 1233 of the Internal Revenue Code of 1954 
as to the income-tax consequences of the acquisition of puts unnecessarily penalize 
taxpayers who seek to avail themselves of a long-established method of insuring 
against loss caused by adverse fluctuations in the prices of stock. If these 
penalties were to be eliminated, taxpayers who acquire puts would not be given 
any tax advantages over other taxpayers and there would be no loss of revenue. 
We strongly urge that the changes in section 1233 recommended in this state- 
ment be enacted into law. 


(Whereupon, at 1:30 p. m., the committee adjourned subject to 
the call of the Chair.) 
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